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OUR COVER 


The new National Aeronautics and Space Administration (NASA) 
is responsible for nonmilitary space programs. This agency is headed 
by an administrator and is subject to the National Aeronautics and 
Space Council, which fixes responsibility for major space projects. 
This council includes key government officials, such as the Secretary 
of State, the Secretary of Defense, the chairman of the Atomic Energy 
Commission and the administrator of the NASA. 


While it took only $2,500 to send Lewis and Clark on a journey 
of exploration over a hundred years ago, it is estimated that we will 
soon be spending over a billion dollars annually on our robot investi- 
gation of space with the hope that our economy and the lives we live 
on this earth will be greatly enriched by the findings from ‘‘out there 
in the wild blue yonder.’ The budget for 1960 provides $485 million 
for the NASA, and some prophets already foretell that with the aid 
of satellites, we'll have global television, satellite telegram delivery 
boys, weather monitoring satellites, satellites which will record and 
store knowledge of cosmic radiation for the aid of medicine, and 
satellites which will look for new sources of energy. While we usually 
‘think of space as being ‘“‘up there,"’ space is so defined in the law 
as to include ‘‘down there'’—the bottom of the sea or the center of 
the earth. 


The illustration on our cover shows the growth of expenditures in 
this area (excluding military missiles) from 1958. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones: Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Crisis facing taxpayers. From Canada our Thoughtful Tax Man 
this month paints a realistic picture with broad strokes. The Canadian 
economy is very similar to that of the United States. The Canadian 
taxpayer, in his demands of his government, is paralleled by the 
United States taxpayer in his demands of his government. As taxes 
rise to satisfy these demands, what should the tax man do about it? 
Harvey Perry, director of the Canadian Tax Foundation, believes that 
the unique skills of tax men are needed more today than in times past 
becatse of a responsibility owed to their fellow citizens. Mr. Perry's 
editorial is published at page 374. 


What’s happening to our tax system? When a man so deeply 
steeped in tax laws as a professor of law at the University of Chicago 
can write satirically about our tax laws, it is a tribute to the breadth 
and depth of his knowledge. As has been said: “Wit consists in 
knowing the resemblance of things which differ and the difference 
of things which are alike.” 

If wit consists in knowing the resemblance of things which differ, 
you will want to know the similarity Professor Blum sees between 
our tax system and our new automobiles; and if wit consists in know- 
ing the difference of things which are alike, you will enjoy the between- 
the-line inference that there is a difference between what our legislators 
enacted and what the courts say they enacted. Professor Blum’s piece 
begins at page 379. 

The professor is also known, and probably better known, for his 
very serious work, Uneasy Case for Progressive Taxation, coauthored 
with Harry Kalven, Jr. 


The average taxpayer. If you are feeling lower than a taxpayer 
in a 50 per cent bracket about this time of the year, it may make you 
feel better to consider the plight of some other guys. So our staff 
went after some figures that would give a fairly representative picture 
of the average taxpayer. He’s a long ways from the 50 per cent 
bracket ; and since tax payments are relative, he feels pretty low, too, 
that his tax bill is almost 25 per cent of his income. Our statisticians 
came up with who the average man is, how much he earns, how much 
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he pays in taxes, what he eats, what he drinks and what he smokes. 
This story starts at page 381, and while it is a statistical outline, some- 
where in this country there is a man who fits these statistics. We 
know, because when we ran a similar story some years ago, a very 
enterprising reporter dug up a man who fit the picture the statistics 
made. 


Distribution in redemption of stock. The general rule is that a 
distribution in redemption of stock is in part or full payment in exchange 
for the stock, but not if the redemption is essentially equivalent to a 
dividend. If it were not for Section 302, a corporation could distribute 
its profits in the form of a tax-free stock dividend and later redeem 
the stock declared as a dividend. This would give capital gains treat- 
ment to what otherwise might have been taxable as ordinary income. 


The article at page 397 discusses this problem of stock redemp- 
tions in closed corporations, which involves discussion of Sections 302, 
303, 304, 317(b) and 318. It is written by Sydney C. Winton, of Hays, 
Sklar & Herzberg, New York City, and is based upon a lecture which 
he delivered before a Rutgers Law School Tax Forum, Mr. Winton’s 
article discusses the ground rules “not essentially equivalent to a 
dividend—substantially disproportionate—termination of the share- 
holder’s interest.” 


Another safeguard imposed by the law is the disproportionate 
redemption clause. This clause must necessarily be read with knowl- 
edge of the constructive ownership-attribution rules in mind. One 
of the problems is to determine in advance how a given stockholder 
or member of the attribution bloc will find himself after the distribu- 
tion. This can be done, as is illustrated by the article at page 387. 
It uses mathematical formulae to determine the before and after 
positions of the shareholder. It is written by Martin D. Ginsburg, 
a member of the New York bar. He is with the firm of Weil, Gotshal 
& Manges, New York City. 


Retroactivity in legislation. As every tax man knows, Congress 
passes new tax legislation every year. Since changes in our tax laws 
are made regularly, it is highly important to consider whether the 
effects of these changes are prospective or retrospective. The Constitu- 
tion of the United States does not specifically prohibit the enactment 
of retroactive tax legislation; but since taxes are computed on annual 
accounting periods, tax legislation which creates a new liability with 
respect to a closed period can be looked upon as a direct tax on capital. 
Under our system, only direct taxes can be assessed if apportioned. 
We should not be too anxious to tamper with past events. The public 
may be presumed to know the law as it presently exists. Can it be 
assumed in regard to retroactive tax legislation that those affected 
should have known what the law might be? We have an article, 
beginning at page 407, which studies retroactivity in federal taxation. 
The legislative considerations in passing the Technical Amendments 
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Act of 1958 gave birth to the idea of studying retroactivity. Many 
of you will remember that the provisions of this act had many retro- 
active effective dates. And while many of those dates were changed 
before the act became law, this article is of great interest both as a 
study of the general problem of retroactivity and since the Technical 
Amendments Act certainly is not the last piece of tax legislation we 
will have. This article was submitted to Professor Stanley S. Surrey 
of Harvard, and at his suggestion, sent to us. It is authored by Alan 
S. Novick and Ralph I. Petersberger. Mr. Novick is associated with 
Horvitz & Horvitz, attorneys, Fall River, Massachusetts. Mr. Peters- 
berger is a member of the Massachusetts bar but at present is serving 
in the United States Air Force. The study makes an exhaustive 
research of this question, which necessarily must be dealt with at 
length. Consequently, we have divided it into two parts; the second 
installment will appear in the next issue. 


Germany. It is interesting to note that the Germans have adopted 
the income-splitting idea for husband and wife. The idea came from 
Europe in the beginning. It grows out of the community property 
theory, which was imported into the United States from Spain. This 
is a system of owning and holding property between husband and 
wife during coventure. Ten of our states were community property 
states because their law developed out of Spanish law. For many 
years it wasn’t generally known that this gave an income tax break 
to the residents of these states. To make everything equal, the United 
States finally adopted income tax splitting, and now the idea has 
hopped back across the Atlantic to Germany. The article at page 433, 
however, is not confined exclusively to a discussion of taxes on 
individuals in Germany, but deals also with the corporation income 
tax. You may remember that we published an article on the taxation 
of American income in Germany last year. Since that article appeared, 
the law has been changed substantially. Henry J. Gumpel’s article 
discusses these changes. An attorney and a certified public accountant, 
he is now associated with the Harvard Law School International 
Program in Taxation. 


The unitary business. Most of the states which levy income taxes 
do not attempt to define “unitary business.” The Butler case, which 
John A. Wilkie discusses, does set forth the main elements of a unitary 
business: (1) unity of ownership; (2) unity of operation, such as 
central purchasing, central advertising and central accounting and 
management; and (3) unity of use in a centralized executive force 
and general system of operation. The multiformula apportionment 
method adds to compliance and administrative cost, and creates uncer- 
tainty of interpretation and complexity in compliance and administra- 
tion. 


Some very recent testimony on this point was taken by the Small 
Business Committee. The general tenor of testimony of businessmen 
before this committee was that the cost of compliance with the laws 
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and regulations of many states was a substantial item of expense. This 
was sure to be a point of complaint of the Supreme Court’s decision in 
the Northwestern States Portland Cement and Stockham Valves cases, 
as Justice Frankfurter pointed out in his dissenting opinion. Those 
decisions apparently saw no harm where the taxes were levied by the 
various states on some equitable apportionment basis. 


In contrast to the formula method or separate accounting method 
of apportionment, a uniform apportionment method—if uniformly 
administered—would eliminate overtaxation and undertaxation of the 
net income of competing corporations. This is the conclusion of Mr. 
Wilkie, who writes about unitary businesses at page 437. He gives 
a general definition of a unitary business and, to assure uniform appli- 
cation of the definition, suggests that regulations enumerate those 
types of business activities which are ordinarily unitary, such as multi- 
state transportation. In the event no agreement can be reached 
between the states and the taxpayers, then their disagreement should be 
determined by a multistate allocation board. 


He sets out eight points which he believes will result in a much 
more convenient allocation system and a considerable reduction in 
taxpayer compliance cost and some reduction in administrative cost. 


He is an economist in Madison, Wisconsin, and the author of 
previous TAxEs articles in this area: “A Basis for Taxing Corporate 
Net Income” (November, 1958) and “Uniform Division of Income for 
Tax Purposes” (January, 1959). 


Small business hearings. Our Washington reporter digests the 
recent testimony before the Small Business Committee, mentioned 
in the preceding paragraphs describing Mr. Wilkie’s article. The 
substance of the small business hearings will be found at page 457. 
Three states—Idaho, Tennessee and Utah—have been quick to make 
the necessary changes in their tax laws to take advantage of the 
Supreme Court’s decision on the taxing of interstate income. 

The Court has also been active in other tax areas, and its recent 
action is described in the staff-prepared department at page 460. 


Puerto Rico. “Operation Boot Strap” is what the Puerto Ricans 
call their intensive plan for bolstering their economy. The administra- 
tor of the Economic Development Administration suggests that we 
give a tax exemption to American companies which set up operations 
in foreign countries. While our government would lose some taxes, 


there would be even greater savings in foreign aid grants. Puerto 
Rico wants 2,500 factories employing 300,000 workers by 1975. See 
page 454. 


State legislation. Since the beginning of the year, 46 state legis- 
latures have convened in regular session; as of April 1, 17 have 
adjourned. Our state tax reporter, at page 447, describes the legisla- 
tive highlights in nearly all state tax fields. 


In This Issue 





Harvey Perry, director of the Canadian Tax Foundation, 
discusses the crisis in fiscal policy. 


HE MOST STRIKING SIGN of the times in nearly 

every western country today is a crisis in fiscal policy. 
Expenditures rise steeply and without pause; tax rates rise 
with them, or at least refuse to come down; and deficits are 
either real or threatened. Even greater is the universal 
uncertainty as to the future role of fiscal policy. The brave 
new postwar world of a decade ago gave promise of a full- 
employment economy in which fiscal measures would skillfully 
keep the ship of state in well-balanced equipoise. Now by 
contrast the vessel seems rather to be running before the 
storm with tiller lashed and with crew and captain bewildered. 


In retrospect it is possible to see that at least three factors 


have upset the bright certainties of a decade ago: 


First, there has been the constant upward pressure for 
more government expenditures, Defense alone represents an 
outlay that, even ten years ago, would have been regarded 
as an intolerable burden in a peacetime budget. But despite 
its presence most western governments have expanded their 
social welfare and other programs at an unprecedented pace 
in recent years. A rapidly growing population and an 
unexampled tempo of economic development have accelerated 
all government activities, and their costs have risen accord- 
ingly. Many of the outlays of a modern government are 
beyond control because they no longer depend on year-to-year 
decisions, but result from permanent programs of a long-term 
character. Such outlays tend to move only upwards. To put 
it briefly, the job expected of the financial machinery of 
government has kept it under constant and growing strain. 


Second, the effect of inflation has been to accelerate tax 
receipts at a faster pace than government expenditures. With 
heavy reliance on high profits tax rates and progressive sched- 
ules on personal incomes, modern revenue systems respond 
with extreme elasticity to economic changes; as rapid as has 
been the growth of government expenditures, even more rapid 
has been the rise of tax revenues in many countries. Cer- 
tainly in Canada this was the case. As a result, the nature 
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of the crisis that was approaching has been hidden. Govern- 
ment outlays continue to rise—or even accelerate—in a flat- 
tening-out period, but revenues fall off. The prospect is that 
only further inflation will give a fillip to government revenues 
sufficient to overtake expenditures again. To throw up suf- 
ficient taxable surplus even to partially close the gap, a rise 
in real productivity would have to be on a scale unprecedented 
in recent years. 


Third, if inflation has masked the march of events of 
the past decade, an even greater obscurity has been cast over 
the future by the emergence of a combination of wholly 
incompatible economic factors. The present economic equa- 
tion is one for which fiscal policy has no answer. Substantial 
unemployment and excess productive capacity are in strange 
contradiction to rising prices, rising wage levels, rising con- 
sumption expenditure and rising national income. Even 
greater is the contrast between the prescriptions of an increase 
in taxes sufficient to offset the fear of inflation and the alter- 
native of a reduction in taxes sufficient to give a stimulus to 
economic activity. In these circumstances it is not surprising 
that the advice of the fiscal experts seems to be only a con- 
fusion of counsels. 


So much, then, for the larger elements of the crisis—or 
the dilemma, if “crisis” is too strong a word. By now the 
terms of the dilemma are becoming rather familiar; they have 
been spelled out so often in recent months. Less familiar, 


however, are suggestions as to what needs to be done now 
to restore the balance. 


It would be comforting to be able to suggest that there 
is an easy, painless and equitable solution, but the present 
writer holds no such hope. Further inflation is easy enough 
and would superficially correct the budgetary position but it 
is neither equitable nor painless. Some fundamentalists urge 
a complete reassessment of our present position and prospects, 
but again this hardly seems feasible. The factors that must 
be taken as given are now too numerous and basic to allow 
for a review of first principles. We must take as given, for 
the foreseeable future, a continuing massive expenditure on 
defense. We must also take as given, for the indefinite future, 
the obligation of government in the modern state to protect 
every citizen against economic hardship. Finally, we must 
also take it as given that taxpayers in advanced countries, 
such as the United States and Canada in the middle of the 


(Continued on page 466) 
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TAX-WISE NEWS 


a 

| HE TAXPAYER had an antiquated plant 
that badly needed modernizing. Because of a strong market for its 
product, the antiquated plant could be operated profitably. It had 
been turned down on its application for loans several times, so man- 
agement and the directors continued to operate the old plant, making 
only necessary repairs, and to accumulate certain earnings and profits 
toward the day when the market for its products would weaken and toward 
the day when it had sufficient capital to embark upon a piecemeal 
modernization and rehabilitation program. The Commissioner brought 
a 1939 Code Section 102 allegation, charging that, in reality, there 
was no plan of modernization and that the surplus was being accu- 
mulated for the purpose of avoiding the imposition of the surtax. 
The taxpayer prevailed in the Tax Court: “. . . the ascertainment 
of the reasonable needs of a corporation is in the first instance a task 
for the officers and directors of the corporation, and the Court should 
be hesitant to attribute an ulterior motive to the corporation, its 
officers and directors . . . .”—Knoxville Iron Company, CCH Dec. 
23,504(M), 18 TCM 251. 


. 

Tue WINNER of a scholarship is not 
required to pay income tax on it when the prize money can only be 
used to pay tuition and the winner is not an employee of the grantor. 
This is based on a new ruling, Rev. Rul. 59-80. 


R EMEMBER the key-man insurance deci- 
sions a few years ago—Casale v. Commissioner, 57-2 ustc { 9920, 
Sanders v, Fox, 58-1 ustc § 9415, and Prunier v. Commissioner, 57-2 
ustc § 10,015? You know what? The IRS has just announced (Rev. 
Rul. 59-79) that it will follow these decisions. 


In the Casale case, the corporation purchased a policy of insur- 
ance on the life of its controlling stockholder and president. The court 
found that the insurance contract was owned by and payable to the 
corporation and had been purchased to fund a contract which had 
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been entered into by the corporation with the employee-shareholder. 
The court held that the payment of the premiums did not represent 
taxable dividends to the employee-stockholder since he received no 
immediate personal benefit from the corporate purchase of the policy, 
whereas the corporation had acquired a valuable corporate asset avail- 
able to creditors in the event of insolvency. 


In the Sanders and Prunier cases, the facts were that the insurance 
contracts were owned by the corporation, but the insured stockholders 
had the right to designate the beneficiaries to receive the proceeds 
on the condition that their stock be transferred to the corporation 
upon their deaths. In each case, the court held that the effect of the 
payment of premiums by the corporation was merely a conversion of 
cash into another corporate asset, an insurance policy, and that such 
action did not result in income to the individual taxpayers. 


A LL OF US would probably take more and 
longer vacations if we could somehow convert the expense into a 
tax deductible business expense. The Commissioner’s wise to this, and 


Idea submitted by H. A, K. 


“What do you mean ‘unreasonable compensation’? 
You can see for yourself how talented these girls are."’ 


Tax-Wise News 





the Tax Court backs him up. An attorney and his wife took a trip 
around the world and wrote daily accounts of the trip, which were 
to be published in a book. But they were unsuccessful in their efforts 
to have the book published. Another fly in the ointment—when the 
attorney returned, he continued to carry on his business as an attorney. 
While a person may have more than one trade or business at the 
same time, this taxpayer should have shown some conscientious effort 
to engage in and continue in the field of writing as a livelihood in 
order to qualify his new field as a trade or business.—Kerns Wright, 


CCH Dec. 23,518, 31 TC —, No. 131. 


A N EMPLOYEE was paid a certain sum of 
money by his corporate employer. The employee termed it a “loan,” 
and the corporation did not file any 1099 or make any withholding 
on the payment. Subsequent to receiving this sum of money, the 
employee was fired by the corporation. Upon termination of employ- 
ment, they entered into an agreeemnt settling their differences. Now, 
the corporation claimed that the prior money payment was bonus 
compensation. The government maintained that it was a loan and 
that it was repaid in the final agreement on termination of employ- 
ment. This litigation took place in the district court. The court held 
for the corporation—that the money advanced was compensation. It 
pointed out that only by implication of the general release clause of 
the subsequent agreement could it be said that the money was a loan. 
The agreement, upon termination of employment, was specific as to 
all other items it was intended to cover.—Yeamans Development Com- 
pany v. U. S., 59-1 uste J 9374. 


Ir IS POSSIBLE to work out a nontaxable 
redemption of a shareholder’s stock. The stock need not be redeemed 
for cash. The exiting shareholder can take notes for future payment 
of his stock—in other words, he can be a creditor—but when a director 
of the redeeming corporation becomes, by agreement, an agent of the 
selling shareholder for the purpose of safeguarding his interest as 
creditor, the redemption will lose its nontaxable status. See Section 
302(c)(2).. However, if an agent of the exiting shareholder merely 
attends the meetings of the board of directors to determine whether 
anything is being done to affect the shareholder’s interest as a creditor, 
the nontaxable status of the redemption will hold good.—Rev. Rul. 
59-119, 


Tue CONSIDERATION RECEIVED for 
the grant of an easement in land constitutes proceeds from the sale 
of an interest in real property. The amount received should reduce the 
cost or other basis of the land subject to the easement.—Rev. Rul. 
59-121. 

(Continued on page 453) 
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May, 1959 


The Tax Idea of the Decade 


takes function for granted and accents gadgetry and chrome. 
Are we designing next year's tax laws with the Detroit touch? 


By WALTER J. BLUM, Professor of Law, University of Chicago 


HAT has been the single, most dominant force in shaping our 

federal tax system during the past decade or so? To this ques- 
tion the historians and philosophers of taxation have offered a wide 
variety of responses, based on such weighty matters as the emergence 
of the cold war, the growth of the welfare state, the increasing inter- 
dependence of individuals in society and the advent of the atom age. 
I would like to suggest that perhaps the best explanation is nearer 
at hand and more obvious. Our tax system has become what it is 
now because—no doubt, unconsciously—its architects have been 
copying the ways of our automobile industry. The ultimate guiding 
hand, I submit, has been Detroit. 


Much research remains to be done before this radical thesis can 
be scientifically established. Nevertheless, the preliminary data is 
highly persuasive. I am presenting it now in the hope that others 
will carry on the study to its logical termination. 


With the mere mention of my thesis, all tax men will immedi- 
ately perceive some superficial evidence for it. Automobiles and 
taxes have become the two most pervasive aspects of American life. 
In the best of the automotive tradition, each year our tax law has 
grown larger and heavier. As with cars, its growth has been accom- 
panied by an ever-increasing amount of gadgetry and unessential 
accoutrement. In both cases the whole instrument has become more 
intricate and the parts have become more intertwined and less acces- 
sible. While the tax base has been broadened, the same thing has 
happened to the wheel base. It is an open question whether the tax 
system has surpassed the motor makers in achieving “The Big Look.” 

Once his thinking has been channeled in this direction, the experi- 
enced tax man will quickly find other similarities. Following the lead 
of the “Big Three,” our tax system has introduced modifications every 
year and has made more basic model changes every three or four. 
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Each alteration has been billed, in the 
vernacular of motordom, as an “im- 
provement.” When these improve- 
ments over the past decade are totaled, 
it may well turn out that progress 
in the two fields has been about equal. 


I hesitate to suggest that the build- 
ers of our tax system have emulated 
Detroit in indulging in planned obso- 
lescence. But the end result reached 
by them has not been much different. 
Moreover, as the auto builders have 
tried to change us into a nation of 
two-car families, the tax legislators 
have succeeded in turning us into a 
nation of two-taxpayer families by the 
simple device of the split-income joint 
return. And while the auto world has 
its little car, our tax law has paid its 
respects to the little man by intro- 
ducing the short form. 

When the two industries are com- 
pared in greater detail, other pro- 
vocative analogies can be located. 


Tax men surely will spot the ever- 


increasing reliance upon optional 
equipment — with the Subchapter S 
option being the latest manifestation 
in the Code of this merchandising 
device. Then there is the trend 
toward automatic controls. The auto- 
matic transmission appears to be of 
the same genre as the mechanistic 
tests for determining what qualifies 
as a corporate contraction and when 
corporate gains attendant upon a liqui- 
dation escape taxation. In like vein 
there is the interesting fact that, in 
both the tax world and the auto 
world, the depletion of oil and gas is 
held in high esteem and is dear to 
the hearts of you know who. 

Some of these similarities probably 
account at least in part for other 
resemblances. How better explain 
why our tax system annually becomes 
more expensive to operate? Or how 
better explain why it gets ever more 
difficult and costly to keep in good 
repair? I do not mean to imply that 
judges and tax administrators are in 
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the same position as garagemen and 
mechanics ; but, certainly, the increased 
work loads thrust upon both profes- 
sions have something of a common 
denominator. 


The discerning tax man will be 
rewarded with further clues as he 
pursues my thesis. The motor king- 
dom is famous for its motivational 
research which supposedly results in 
bringing forth the very auto that 
people want, even though they may 
not realize that they want it. Can 
you think of a more apt way of char- 
acterizing how the Code has been 
evolving? It perhaps would not be 
pushing this point too far to suggest 
that in both industries, after elaborate 
preparation for the annual change, 
the new line generally emerges with 
just about the features everyone ex- 
pected anyway. 

Of course, we are all familiar with 
the heroic efforts of the car industry 
to capitalize on “class” distinctions 
in order to sell products in different 
price ranges and under different brand 
names. Remember, however, that quite 
a number of people have urged that 
the present income tax is the acme 
of “class” legislation. 

This is close to the limits of my 
researches to date, except for a few 
undeveloped themes which hold 
promise. The automobile has notori- 
ously grown rounder over the years. 
Is there reason for believing that 
the tax structure, too, has become less 
square? Everyone realizes that there 
has been increasing difficulty in tell- 
ing whether cars are coming or going. 
What tax man, confronted with more 
recent revisions of the Code, has not 
reacted with the same feeling? Finally, 
despite everything Detroit has man- 
aged to do to its progeny, the auto- 
mobile is still a mode of transportation. 
Is it amiss to speculate whether under 
our contemporary tax structure we 
are also being taken for a ride? 


[The End] 
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Who is the 
Vis 


WENTY-NINE YEARS OLD—married—two children. That’s 

a picture of Mr. Average American taxpayer. He is one of 
70,027,000 Americans in the labor force as of January, 1959, who 
shares in an annually projected total personal income of $363 billion. 
Thus, he has an income of $5,183.71 per year. Before he reaches age 
65 and retirement, he will have earned, at his present rate, $186,613.56. 
Out of this sum, he will have paid in taxes a minimum of $47,221.18 
or 25.3 per cent of his income. 

Life insurance companies have determined that the average 
American family has 2.3 children. Our exemplary American father 
can’t be that average, so we have assigned two children to him and 
we, further, arbitrarily, give him a girl, age 2, and a boy, age 5. As 
she grows older, the girl decides against going on to college and is sup- 
porting herself at age 19. The boy, however, does go to the state 
university and remains dependent on his father until he is 22 years old. 
Both children, thus, will be dependents (for tax purposes) for 17 years, 
including 1959. 

Finding no advantage to himself in itemizing his deductions for 
purposes of figuring his federal income tax, Mr. Average American 
files a joint return and takes the standard deduction. For the next 
17 years, taking the 10 per cent standard deduction of $518.37 and four 
dependency deductions totaling $2,400, his annual taxable income is 
$2,265.34. Taxed at the rate of 20 per cent, his federal income tax per 
year is $453.07. During the 17 years, this adds up to $7,702.19. Before 
he reaches age 65, he has 19 more years of earning and paying after 
the children are either working or married. During these years, the 
loss of their exemptions will raise his annual taxable income to 
$3,465.34. Still taxed at the 20 per cent rate, his annual federal 
income tax will be $693.07. During the 19 years, he will pay $13,168.33. 
Altogether, for the 36 remaining years of his working life, he will pay 

20,870.52 in federal income taxes. Thanks to the withholding features 
of the income tax law, most of this will be extracted painlessly from 
his wages or salary. 

Also painlessly extracted will be his social security taxes. Based 
on the first $4,800 of his wages, the 2% per cent rate for 1959 will cost 
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him $120. A 3 per cent rate will cost 
him $144 annually for 1960-1962; a 
3% per cent rate will cost him $168 
annually for 1963-1965; a 4 per cent 
rate will cost him $192 annually for 
1966-1968 ; and a 4% per cent rate will 
cost him $216 annually for 1969 and 
the remaining years of his working 
life. The total social security taxes 
he will*pay before retirement : $7,248. 


Somewhat painlessly collected since 
he pays in small amounts every time 
he makes a purchase is the state sales 
tax. In Illinois, the state rate is 2% 
per cent, and the majority of the cities 
in the state, including Chicago, levy 
an additional % per cent that is col- 
lected by the state and returned to 
the cities. Using a tax table prepared 
by a retail merchants’ association, Mr. 
Average American will pay from $90 
to $100 a year in sales taxes for the 
17 years his children remain as de- 
pendents, $70 to $80 a year during the 
19 years he will have only his wife 
to support. His total sales tax tab 
will amount to about $3,107. 


Not all of the taxes he pays are so 
painlessly extracted, however. He 
owns a car, one of the smaller American 
makes with a horsepower rate under 
35. It so happens that he lives in 
Chicago, Illinois (arbitrarily placed 
there by editorial prerogative to locate 
him in a metropolitan area such as 
those providing the homesite for the 
majority of the country’s population). 


Automobile Taxes 


Will Total $4,236.86 


Once each year his family hears him 
grumble as he makes out his check 
to pay for his state and local vehicle 
license fees. The state takes $10.50 
and the city, $15. During the rest of 
his working life, the license fees for 
his car are going to cost him $918. 


His license fees, however, are only 
a small part of the tax cost he will 
incur by reason of his automobile. 
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Once every five years, he will buy a 
new car. A major manufacturer re- 
ports that the excise tax on a new car, 
one of the lowest priced three, equipped 
with radio, heater and power steering, 
is $204.10. For the seven new cars 
that he will buy before he reaches 65, 
this will amount to $1,428.70. Of 
course, this figure and other federal 
excise totals presuppose an extension 
of the present rates without any of 
the scheduled reductions taking place. 


Mr. Average American will annually 
add 9,400 miles to the speedometer 
reading of his car. Figuring that he 
will get an average of 15 miles per 
gallon of gasoline on both city and 
country driving, he will use up 627 
gallons of gasoline. On each gallon 
of gasoline that he buys he will pay 
a federal tax of three cents and, if 
he limits his driving to Illinois, a state 
tax of five cents. Annually, these 
taxes will amount to $50.16. In 36 
years of driving, they will cost him 
$1,805.76. 


He’ll change the oil in his car about 
nine times each year, using five quarts 
per change. Since the consumption 
of oil is low, relative to gasoline, the 
tax (six cents per gallon) on the ap- 
proximately 11 gallons he’ll buy each 
year will be only 66 cents. During 
36 years, this will amount to $23.76. 


Tires last approximately 32,000 miles. 
This indicates that for each of the 
seven new cars that he buys, he will 
have to buy four new tires in addition 
to the set that comes with the car. 
The federal tax on the 28 tires will 
cost him $53.08 and for the tubes to 
go with them, $7.56. (A 6.70-15 tire 
weighs 23.7 pounds, taxed at eight cents 
per pound ; a tube weighs three pounds, 
taxed at nine cents per pound.) 


Allowing for no changes in the tax 
rates, his automobile transportation 
for the 36 years will cost him $4,236.86 
in taxes, 
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Property Tax Tab: $8,430.12 

Mr. Average American’s taxed car 
sits overnight in a garage located on 
his taxed property and attached to his 
taxed house. Not only an average 
American but an average Chicagoan 
as well, he lives in a Class 3 dwelling 
with an assessed value on his land of 
$1,000 and $2,500 on his dwelling. 
Raised by a multiplier for Cook County 
to a taxable value of $5,075 and sub- 
jected to a levy of $42.20 per $1,000, 
his real property tax is $214.17 per 
year. During the 36 years until re- 
tirement, he will pay $7,710.12. 


Conservatively estimated, he has 
probably accumulated enough per- 
sonal property to make him subject 
to a tax of $20 per year. By the time 
he retires, the state will have taken 


$720 from him. 


Though his home is _ presently 
equipped to function properly, the 
passing years will require replace- 
ments of appliances and some new 
additions. Let’s assume that he has 
to purchase two refrigerators which 
cost him $400. He also finds it neces- 
sary to buy two television sets, one 
a portable model, and the two cost 
him $350. As his children become 
teenagers, pressure is exerted on him 
to buy a record player. He buys a 
combination radio-phonograph for $150. 
Conservatively estimating that the 
manufacturers’ sales prices to the re- 
tailers were half of the price he paid, 
the federal excise tax that will be in- 
cluded in his cost is $35 (5 per cent 
on the refrigerators, 10 per cent on 
the television sets and phonograph). 

The tinkling of his telephone serves 
as a reminder that another tax is being 


“fi 
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Idea submitted by H. A. K. 


“Before | vote, | want to call my tax man and find out if he 
could prepare my tax return under this proposed amendment.” 
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extracted from him. One of two house- 
holds using the same line, the federal 
tax on his family’s average use of the 
phone, including local and long dis- 
tance calls, is $9. Thirty-six years of 
telephoning will cost him $324 in 
taxes. 


Once in a while when someone calls 
him on the telephone, he’s not in. 
He’s down at the corner tap, having 
a social drink with the boys. Only an 
average consumer of alcoholic bev- 
erages, the occasional cocktails he will 
have before dinner with his wife and 
the infrequent parties to which he 
invites his friends add up to the con- 
sumption of about a fifth of whisky 
per month. At $10.50 of tax per gal- 
lon, the 2.34 gallons consumed by his 
family during a year cost him $24.57 
annually in federal taxes, $2.39 in 
state taxes. Over the 36 years, this 
will total $970.56. 


He also purchases a six-pack of 
beer each week. Over the course of 
the year, including three extra six- 
packs purchased or consumed at the 
neighborhood tap, he pays $9 in taxes 
to the federal government, $1.24 to 
the state. By the time of his retire- 
ment, this adds up to $368.64. All in 
all, his liquor taxes will cost him 


$1,339.20. 


Fag Tax Take Is $1,464.48 


Slightly jittery because of the tax 
burden he carries, he assuages his 
nerves but adds to his woes by smok- 
ing. Together with his wife, he con- 
sumes slightly less than a pack of 
cigarettes a day—approximately 339 
packs a year. For each pack con- 
sumed, the federal government gets 
eight cents, the state three cents and 
the City of Chicago one cent. He 
adds to his tax burden at the rate of 
$40.68 per year, pays $1,464.48 up to 
the time of his retirement. 


He does most of the smoking, and 
he hears from wife about this waste 
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of their income. “If you can burn 
up our money at this rate, you ought 
to be able to afford to buy me a fur 
coat,” she tells him. The one she had 
bought for herself before they were 
married wears out and, after working 
her way through several cloth coats, 
she wears down his resistance. The 
new fur coat costs him $500. On this 
he pays a federal tax of $50. What 
with Mrs. Jones and Mrs. Doe, close 
neighbors, displaying a new bracelet 
or brooch from time to time, he finds 
it necessary and advisable to pur- 
chase like items for his wife. This 
averages out to $5 per year or $180 
before he retires. The federal tax is 
$18. When his children are graduated 
from high school, he gives them each 
a wrist watch for which he pays $60. 
One Christmas he gives his wife a 
watch of like quality, and several 
years later she reciprocates. The 
federal tax comes to $24. 

On vacation trips and when his son 
goes off to college, he finds it neces- 
sary to buy some luggage. Say that 
the average luggage cost per member 
of the family is $50. On the $200 he 


spends, he pays a federal tax of $20. 


Shampoos, hair oils, home permanent 
kits and other toilet preparations cost 
the family about $15 per year. At 
$1.50 per year for federal tax, this 
adds up to $54 in taxes before he 
retires. When he reaches retirement, 
if he totes up the cost, he will find 
that he has paid $166 in federal tax 
for luxury items. 


Not So Average After All 


Lest we make the same mistake as 
the statistician who drowned while 
trying to walk across a river whose 
average depth was four feet, let us 
say that our Mr. Average American 
is not average at all. He may not 
make his television sets last—as long 
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How to Compute 
MULTIPLE SUBSTANTIALLY 
DISPROPORTIONATE 
STOCK REDEMPTIONS 


By MARTIN D. GINSBURG 


If you don't like mathematical formulae, the author of this article suggests 
that you get a slide rule or a young, mathematically inclined assistant. 
That's facetious, of course, but you will find 

Mr. Ginsburg's formulae extremely valuable when you are presented 
with a problem of disproportionate stock redemptions. He is associated 
with the law firm of Weil, Gotshal & Manges, New York City. 


HE Internal Revenue Code of 1954 has added a measure of certainty 

in the much-litigated area of stock redemptions. Under the 1939 
Code’s exclusive test of not “essentially equivalent to the distribution 
of a taxable dividend,” ? the shareholder could not be certain whether, 
in a particular partial redemption, he had surrendered a sufficient stock 
interest to obtain capital gains treatment.* While the “essentially 
equivalent” test is retained in the present law,’ the enactment of the 





*1939 Code Sec. 115(g)(1). 

*In Jackson Howell, CCH Dec. 21,855, 26 TC 84 (1956), discussed below, 
a trust redeemed 100 of its 120 shares in Howell Chevrolet Company. At the 
same time, three of the four other shareholders redeemed 200 of their 780 shares. 
The total outstanding stock of the corporation was thus reduced from 900 shares 
to 600 shares. Thus, under the 1939 Code, which had no attribution rules, the 

20/600 
trust’s interest in the corporation—postredemption—was only , or 25 per 
120/900 

cent of what it had been preredemption. The redemption was found to be not 
“essentially equivalent to the distribution of a taxable dividend.” See E. M. Peet, 
CCH Dec. 11,697, 43 BTA 852 (1941) (pro-rata redemption not incident to any 
corporate contraction or termination resulted in dividend under 1939 Code 
Sec. 115(g)). But see Edward C. Smith v. U. S., 55-1 uste J 9409, 130 F. Supp. 586 
(Ct. Cls.) (pro-rata redemption not incident to any corporate contraction or 
termination did not result in dividend under 1939 Code Sec. 115(g)); Hirsch v. 
Commissioner, 41-2 ustc 7 9782, 124 F. 2d 24 (CA-9) (redemption by majority 
shareholder retaining 96 per cent proportionate interest held dividend) (decided 
under Revenue Act of 1934, Sec. 115(g), 48 Stat. 712). 

* See 1954 Code Sec. 302(b) (1). 
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mathematically exact 80 per cent “sub- 
stantially disproportionate redemption” 
criterion of Section 302(b) (2) renders 
the older, more general language of 
somewhat doubtful utility.‘ 


For a partial redemption to qualify 
within Section 302(b) (2), the redeem- 
ing shareholder must surrender enough 
stock to make his percentage interest 
in the corporation postredemption less 
than 80 per cent of his preredemption 
percentage interest.° 


To illustrate, if a shareholder orig- 
inally had owned 200 shares in a corpo- 
ration having 1,000 shares outstanding 
and he redeemed 48, leaving himself 
with 152 shares and the corporation 
with 952 shares outstanding, the share- 
holder’s postredemption interest would 
be 152/952 of the outstanding stock, 
or approximately 15.97 per cent. Prior 
to the redemption, the shareholder’s 
interest was 200/1,000, or 20 per cent. 
The relation of 15.97 to 20 is just 
under 80 per cent, and the redemption 
qualifies for capital gains treatment 
under Section 302(b)(2). Had only 
47 shares been redeemed, the “less 
than 80 per cent” requirement would 
not have been satisfied, and the amount 
received by the shareholder, to the 





*The 1954 Code also specifically grants 
favorable tax treatment to a total redemp- 
tion of all of a shareholder’s stock (Sec. 
302(b)(3)). The cases reached the same 
result under the general language of the 
1939 Code. See Carter Tiffany, CCH Dec. 
18,387, 16 TC 1443 (1951); cf. Boyle v. Com- 
missioner, 51-1 ustc $9196, 187 F. 2d 557 
(CA-3). See also Regs. 118, Sec. 39.115 
(g)-1(a)(2)(1953) (phrased in terms of 
ceasing “to be interested in the affairs of 
the corporation” rather than “complete re- 
demption of all of the stock of the cor- 
poration,” as in the present law). 

*He must also own less than 50 per cent 
of all outstanding stock — postredemption 
(1954 Code Sec. 302(b)(2)(B)). 


* Even if the corporation has no earnings 
and profits, the determination of whether 
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extent of the corporation’s earnings 
and profits, might well be a dividend 
distribution, with the shareholder’s 
former basis in the redeemed shares 
being reallocated among the 153 shares 
retained.® 


A new dimension has been added 
to the redemption problem by Section 
318—the attribution section—which 
creates a constructive ownership of 
stock among members of the same 
family, trusts and estates and bene- 
ficiaries, partnerships and partners, 
and corporations and their 50 per cent 
shareholders.’ An examination of the 
fact situation in Jackson Howell,’ a 
case arising under the 1939 Code, illus- 
trates the effect of Section 318. Orig- 
inally, 900 shares of Howell Chevrolet 
Company were outstanding. Three 
hundred were redeemed. A chart of 
the interests follows: 


Prere- Postre- 
demp- demp- 
Shareholder tion tion 


F. Phelps leat ee 
A. Phelps -. 150 
Kenyon Trust Sica: * 
J. A. K. Corporation.. 180 
J. Howell 


Kenyon, the trustee and settlor of 
the Kenyon Trust, was also the sole 
stockholder of the personal holding 


a redemption is to be treated.as an exchange 
or a distribution is still significant. If the 
redemption qualifies within Sec. 302(b)(2) 
so that Sec. 302(a) applies, the amount re- 
ceived in excess of the shareholder’s basis 
in the stock actually redeemed is capital 
gain. But if the redemption does not qualify 
for Sec. 302(a), Secs. 302(d) and 301(c) 
apply, in which case only the amount re- 
ceived by the shareholder in excess of his 
total basis in all his stock, redeemed and 
retained, will be recognizable capital gain. 
See Reg. Sec. 1.302-2(a) (1955); cf. Rev. 
Rul. 57-334, 1957-2 CB 240. 


* See, generally, Ringel, Surrey & Warren, 
“Attribution of Stock Ownership in the 
Internal Revenue Code,” 72 Harvard Law 
Review 209 (December, 1958). 

* Cited at footnote 2. 
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j. A. K. Corporation. His daughter 
was the sole beneficiary of the trust. 
The amounts received by Howell and 
by both F. and A. Phelps were taxed 
as dividend income. But the trust’s 
redemption of five sixths of its stock- 
holdings was found not to be essen- 
tially equivalent to a dividend. Under 
the present law, however, the trust 
might not be so fortunate. The J. A. K. 
Corporation’s 180 shares are construc- 
tively owned by its sole stockholder, 
Kenyon. He, in turn, attributes fully 
to his daughter, the trust beneficiary, 
and she, in her turn, passes this interest 
on constructively to the Kenyon Trust. 
Thus, the trust, rather than having 
redeemed 100/120 of its stock interest, 
finds that only 100/300 has been sur- 
rendered.® 


In applying the 80 per cent test of 
Section 302(b) (2), the comparison of 
postredemption and preredemption in- 
terests is 

200/600 


300/900 


Rather than being less than 80 per 
cent, it remains 100 per cent—that is, 
the interest of the trust, as augmented 
by the holdings of J. A. K. Corpora- 
tion, remains after the redemption the 
same third of all stock outstanding as 
it was before.2%° Having failed the 
specific test of Section 302(b) (2), the 
trust may anticipate difficulty in its 
bid to convince the Internal Revenue 
Service or the courts of the applica- 


* The absence of any provision preventing 
this chain-reaction attribution seems unfor- 
tunate. Section 318(a) (4) (B) prevents more 
than one attribution between members of 
the same family. See also Sec. 302(c)(2). 
The proposals of the Subchapter C Advisory 
Group would prevent certain other multiple 
attributions, but would not relieve the Jack- 
son Howell situation. See Subchapter C 
Advisory Group Proposed Amendments, 
Sec. 11 (December 24, 1957), proposing, 
among other things, the addition of Draft 
Sec. 318(a)(5)(B)-(C). 

* Note also that, although the trust was 
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bility of the general language of Sec- 
tion 302(b) (1). 

The practitioner whose client is in- 
terested in obtaining cash from his 
corporation at favorable tax rates by 
means of a partial stock redemption 
will naturally suggest that sufficient 
stock be surrendered to bring the trans- 
action within the haven of Section 
302(b)(2). Generally, the client will 
agree, often with the proviso that no 
more of his stock than necessary be 
redeemed. The calculation problem, 
simple enough when only one share- 
holder wishes to redeem, becomes 
quite difficult when two or three or 
more nonattributing holders simul- 
taneously determine to obtain a non- 
dividend distribution of corporate assets 
through the redemption route. It is 
that calculation problem which this 
article is intended to help meet. 


In the illustration given below, a 
corporation with a total of 11,439 
shares outstanding—preredemption— 
is assumed. We shall be concerned 
with three of its shareholders: A, hold- 
ing 1,000 shares ; B, holding 896 shares ; 
and C, holding 814 shares. It will be 
assumed throughout that the above 
actual holdings are all the particular 
shareholder need be concerned with, 
that is, no other shareholder attributes 
to the three we are considering, and 
they do not attribute to one another. 


If only one shareholder, A, wishes 
to redeem, the application of a single 
simple formula is all that is necessary 





irrevocable, “Kenyon, as trustee, was spe- 
cifically given power in the trust instrument 
to deal with the property of the trust as 
absolute owner, including the power of sale.” 
(26 TC, at p. 847.) If the 300 shares held 
by Kenyon and the trust should be con- 
sidered significant from the viewpoint of 
voting control, this nonfiduciary power 
would make Kenyon owner of the trust. 
See 1954 Code Sec. 675(4). In this event 
the dividend would seem to be to Kenyon, 
who was not a litigant, rather than to the 
trust. The mathematical determination, 
however, would be identical. 
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in determining the minimum redemp- 
tion qualifying within Section 302 
(b) (2): 

2AT 

T— 8A 

“M” is the minimum redemption of 
a single shareholder’s interest quali- 
fying within Section 302(b)(2). “A” 
is the number of shares owned by the 
redeeming shareholder—preredemption. 
“T” is the total shares outstanding— 
preredemption. 


Applying the formula to our situa- 


tion: 
’ - .2 (1,000) (11,439) 


M 


11,439 — (.8) (1,000) 
2,287,800 


10,639 
M = 215 + or 216 
(Any solution coming out as a decimal 
must be rounded up, for example, 
215.04 would become 216; any solu- 
tion coming out as a whole number 
must have one (1) added to it, for 
example, 215.00 would become 216.)"* 


Proving the result obtained: 
A —M/T—M must be less than 
A/T 80 per cent.” 

Reformulating this expression for 
ease of computation: 


ium > A 
: must be less than 
— 80 per cent 
T-—M A per . 
Substituting the numbers in our 
example: 


784 


11,223 


11,439 8,968,176 


1,000 11,223,000 

equaling 79.9%. 

This qualifies within the 80 per cent 
“substantially disproportionate re- 
demption” test of Section 302(b) (2). 

“If the formulae detailed in this paper 
were to be solved for exact results, the re- 
demption figure finally arrived at would 
represent an exact 80 per cent solution. The 
statute requires the interest retained to be 


“less than 80 percent.” See 1954 Code Sec. 
302(b)(2)(C) (i). 
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| see very little hope 

of tax reform or tax reduction 
until expenditures are brought 
vigorously under control. 

We cannot ask the Federal 
government to do all things for 
all men, and still tax us 

less than it is doing now. 
—Roswell Magill, president, 
Tax Foundation, Inc. 


Had only 215 shares been redeemed, 
leaving shareholder A with 785 shares, 
his postredemption proportionate in- 
terest would have been 80.004 per cent 
his postredemption proportionate in- 
interest, and the redemption would 
not have qualified under Section 302 
(b)(2). 

If a number of shareholders wish 
to redeem simultaneously, a number 
of formulae must be applied, in series, 
to arrive at each shareholder’s mini- 
mum Section 302(b)(2) redemption 
figure. Assuming that shareholders 
A, B and C in our example wish to 
engage in such a transaction, the form- 
ulae and applicable computations are 
set forth below. 


Formula 1 

The first formula in the series yields 
a test figure for the largest redeeming 
shareholder’s redemption. The appli- 
cation of subsequent formulae pares 
this number down to the absolute 
Section 302(b)(2) minimum. 

2AT 

T—(8) nA 
(F must be rounded to the next high- 
est number.) 


~ 


“The redeeming shareholder’s postre- 
demption holding (A—M), as compared 
with all of the outstanding stock of the 
corporation—postredemption—(T — M), must 
be less than 80 per cent of the shareholder’s 
preredemption interest (“A”) as compared 
with the total outstanding stock—prere- 
demption (“T’”). 
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“F” is the test figure for the re- 
demption by A, the largest redeeming 
shareholder. “A” is the number of shares 
held by shareholder A—preredemption. 
“T” is the total shares outstanding— 
preredemption. “n” is the number of 


redeeming shareholders.** 
.2 (1,000) (11,439) 


11,439 — (.8) (3) (1,000) 


2,287,800 
equals 
,039 


F = 254 (rounded up from 253 + ) 


~ 
4 


Formula 2 


The next formula provides a test 
computation of the minimum number 
of shares which each of the other re- 
deeming shareholders must surrender. 

8B(T—nF) 
R, = B —- ———_——_——"—"—"—— 
, 
(R, must be rounded to the next high- 
est number. ) 


“R,” is the test figure for the mini- 
mum number of shares the nonlargest 
shareholder B must redeem. “B” is 
the number of shares held by share- 
holder B—preredemption.** 

8 (896) (11,439 — (3) 254) 

Ri = 896 — ————_—______—__—_ 

11,439 
7,653,273.6 


11,439 
R; = 228 (rounded up from 227 +) 
The same formula is used to com- 
pute shareholder C’s test redemption 
figure. 


896 — 


8C (T—nF) 
se 


R: = C — 


(R, must also be rounded to the next 
highest number. ) 


*If shareholders A and B attributed to 
each other under Sec. 318(a)(1), they would 
be treated throughout as a single share- 
holder; “n” would equal 2 rather than 3, 
and 1,896 rather than 1,000 would be the 
number of shares held by the “largest re- 
deeming shareholder.” A separate computa- 
tion would be made for shareholder C, but 
none would be necessary for shareholder 
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Simplicity is the very heart of good 
government. Each new function 
assumed by government and each new 
cost represent new potential threats 
to the liberty of the individual. 

Yet, in our time, it has become the 
fashion to ever increase the public 
payroll and the public budget. 

This fashion at all levels of 
government has helped to lay 

the sorrowful hand of unbridled 
taxation and inflation 

upon many of our people.—Governor 
Wesley Powell of New Hampshire. 


“R,” is the test figure for the mini- 
mum number of shares the nonlargest 
shareholder C must redeem. “C” is 
the number of shares held by share- 
holder C—-preredemption. 


8 (814) (11,439 — (3) 254) 
R: = 814 





11,439 
6,952,862.4 


11,439 


(rounded up from 206 +) 


= 814 


R; = 207 

If other shareholders were also re- 
deeming, further “R” computations 
would be made. 


Formula 3 


Formula 1 produces a test figure 
for the redemption by A, the largest 
redeeming shareholder. Formula 1 
assumes that all redeeming share- 
holders will redeem the same number 
of shares, that is, each will redeem 
“F.” Formula 2 provides an individ- 
ual, small redemption figure for each 
of the nonlargest redeeming share- 
holders. Since the use of these smaller 
figures provides a smaller total re- 





B. The result finally arrived at for share- 
holders A and B could be redeemed either 
wholly from shareholder A or wholly from 
shareholder B, or partially from each. 

“The other terms in the expression— 
“T,” “n” and “F’—have been defined. In 
the interest of brevity, terms will be defined 
only once throughout this paper. 
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demption test figure (F + R, + R,) 
than Formula 1 contemplates (F + F 
+ F), the largest redeeming share- 
holder need not redeem the full amount 
arrived at under Formula 1, that is, 
“FF.” Formula 3, therefore, pro- 
vides the number of shares by which 
the result reached under Formula 1 
can be reduced in reaching the Sec- 
tion 302(b)(2) minimum. The appli- 
cation of subsequent formulae may 
provide an even greater reduction of 
the Formula 1 result. 





.2(1,000) — 





.8(1,000) (435) 
11,439 


8AR’ 8AF 
F— .2A— -—— 
T i 


8A 


i dee 
. 
(X must be rounded to the next 
lowest figure.) *° 


“R’” is the sum of all the “R” cal- 
culations, here R, + R,. “X” is the 
number of shares by which “F,” the 
result reached under Formula 1, can 
be reduced, that is, F — X is a second 
test figure for the minimum number 
of shares shareholder A must redeem. 


X = 


.8(1,000) (254) 
11,439 





8 (1,000) 


254 


11,439 
200 — (30.45 -) — (17.78 -) 





.93 4+ 


X = 6 (rounded down from 6 +) 


Thus, the application of Formula 3 
reveals that shareholder A can safely 
redeem as few as 254 — 6, or 248 
shares. 


Formula 4 


Since the reduction in the number of 
shares which shareholder A may re- 
deem, from F to F — X, increases 





*An algebraic demonstration that the 
largest redeeming shareholder’s redemption 
figure may now properly be reduced can 
be made by reference to an expression simi- 
lar to the reformulated expression set out 
in the text following reference to footnote 
12: 

(A—P) (T) 

— must be less than 80%. 

(T—M) (A) 

“M” is the total redemption figure. “P” 
is the part of the redemption figure attrib- 
utable to shareholder A. 

Reformulating this expression for ease of 
computation: 

TA — TP 

must be less than 80%. 

TA — AM 
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the total number of shares of the cor- 
poration which will be outstanding 
subsequent to the multiple redemp- 
tion, the other redeeming shareholders 
may redeem fewer shares than was 
initially calculated in Formula 2 and 
still qualify under Section 302(b) (2).** 
Thus, a second calculation of the 
number of shares which these share- 


If “M” is decreased, the denominator is 
increased, and the entire fractional expres- 
sion decreases. Where this decrease places 
the value of the fraction sufficiently below 
80 per cent, the numerator may properly 
be decreased in an amount sufficient to 
bring the value of the fraction back up to 
slightly less than 80 per cent. This increase 
of the numerator may be accomplished by de- 
creasing the value of “P,” the redemption 
figure attributable to shareholder A. 

* Since “X” will reduce shareholder A’s 
redemption figure, “X” must be rounded 
down to assure the redemption of more 
than the exact computed redemption figure. 
See footnote 11. 

** See footnote 15. 
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No government which pretends to 
serve all the people can 

retain their confidence if it 
promotes wholesale inequity 

by choosing the easy road of 
unbalanced budgets.— 
Representative John W. Byrnes 
of Wisconsin. 


holders must redeem should now be 
made: 
8B(T — R’—F+X) 


- 
(S, must be rounded to the next high- 
est number. ) 


S, ='B 


“S,” is the reduced test figure for 
the number of shares shareholder B 
must redeem. 


8 (896) (11,439 — 435 — 254 + 6) 
S, = 8% — —— 





11,439 
7,709,900.8 


11,439 
(rounded up from 221 +) 

Formula 2 showed shareholder B’s 
redemption as 228; Formula 4 indi- 
cates that shareholder B may redeem 
six fewer shares and still qualify for 
favorable tax treatment under Section 
302(b) (2). 

The same formula is used to com- 
pute shareholder C’s second test re- 
demption figure. 

8C(T—R’—F+X) 
= 
(S, must also be rounded up to the 
next highest number. ) 

“S,” is the reduced test figure for 
the number of shares shareholder C 
must redeem. 


S.=C 








11,439 


8 (814) (11,439 — 435 — 254 +6) 


11,439 
7,004,307.2 


11,439 
(rounded up from 201 +) 


S: = 814 — 


= 814 — 


S: = 202 


Thus, shareholder C may redeem 
five fewer shares than the 207 originally 
computed and still qualify for favor- 
able tax treatment under Section 
302(b) (2). 

Again, if other shareholders were 
aiso redeeming, additional “S” calcu- 
lations would be made. 


Formula 5 


Since shareholders B and C will re- 
deem 11 fewer shares than originally 
calculated in Formula 2, shareholder 
A need not redeem the F — X shares 
computed in Formula 3, but may re- 
deem less. Formula 5 provides an 
additional number of shares by which 
the Formula 3 figure F — X may be 
reduced in reaching shareholder A’s 
Section 302(b)(2) minimum. 

SAS’ S8A(F—X) 


- .2A - 





- 3 





8A 
pee hs 
f 


(Y must be rounded to the next low- 
est number. ) 

“S’” is the sum of all the “S” calcula- 
tions, here S, + S,. “Y” is the ad- 
ditional number of shares by which 
the Formula 3 figure F — X can be 
reduced, that is, F — X — Y isa third 
test figure for the minimum number 
of shares shareholder A must redeem. 


254 — 6 — .2(1,000) — .8(1,000) (424) — .8(1,000) (254 — 6) 





11,439 


.8(1,000) 


11,439 


48 — (29.65+) — (17.34+) 





93 + 
Y=1 


Stock Redemptions 


(rounded down from 1+) 





The application of Formula 5 shows 
that shareholder A need redeem only 
247 shares (F — X — Y). We have 
already, in Formula 4, found that 
shareholder B should redeem 222 
shares, and shareholder C, 202. Thus, 
the total redemption figure has been 
reduced to 671 shares. The applica- 
tion of additional formulae will deter- 
mine whether this figure may be 
further reduced. 


Formula 6 


Through the application of Formula 
5, there has again been a reduction in 





the number of shares shareholder A 
will redeem and a concomitant in- 
crease in the shares of the corporation 
which will be outstanding subsequent 
to the multiple redemption. A third 
calculation of the minimum number 
of shares which the nonlargest re- 
deeming shareholders must surrender 
should now be made. 

8B (T—S’'—F+X+Y) 


: 
(V, must be rounded to the next 
highest number.) 
“V,” is the third test figure for 
the number of shares shareholder B 
must redeem. 


V:i=B-— 


8(896) (11,439 — 424 — 254+ 641) 


7,718,502.4 
11,439 


11,439 


(rounded up from 221 +) 


In computing shareholder B’s re- 
demption figure, Formula 6 gives the 
same result as did Formula 4: 222 
shares. Formula 6 must also be ap- 
plied to determine whether share- 
holder C’s redemption figure may be 
reduced below the Formula 4 mini- 
mum of 202 shares. 





6,912,121.6 
ot B66 on eocnemnension 
11,439 


V: = 201 


Formula 7 


Since shareholder C will redeem 
one less share (201 instead of 202) 
than calculated in Formula 4, a further 











8A V’ 


8C (T—S'—F+X+Y) 
V.='C— 





T 
(V, must also be rounded up to the 
next highest number. ) 

“V,” is the third test figure for the 
number of shares shareholder C must 
redeem. 


.8(814) (11,439 — 424 — 2544+ 6+ 1) 


11,439 


(rounded up from 200 +) 


computation must be made to deter- 


mine whether shareholder A need re- 
deem the full 247 shares (F — X — Y) 
arrived at through Formula 5. 


8A (F— X — Y) 
T Z. 


SA 


sas easel 
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(Z must be rounded to the next lowest 
number.) 

“V"" is the sum of all the “V” cal- 
culations, here V, + V,. “Z” is the 
additional number of shares by which 





the Formula 5 figure, F — X — Y, can 
be reduced, that is, F — X — Y —Z 
is the fourth test figure for the mini- 
mum number of shares shareholder 
A must redeem. 


254 — 6 — 1 — .2(1,000) — .8(1,000) (423) — .8(1,000) (254 — 6 — 1) 


11,439 


11,439 





1 — .8(1,000) 


47 — (29.58 +) — (16.64 +) 


93 + 


Z = 0 (rounded down from 1 —) 


Since the “Z” calculation gave a 
figure of zero, the mathematics of the 
chosen illustration are complete. Had 
“Z” been one or more, however, an 
additional calculation would be made 
to determine the final minimum re- 
demption figures for shareholders B 
and C. The formula for such an addi- 
tional calculation, as applied to share- 
holder B’s redemption, would be: 

8B (T—V’—F+X+Y+Z) 
W:=B 








Preredemption 
Shareholder Holding 


Bel eevianes ae 
Bs 896 
Gok de pices 814 


A total of 670 shares have been 
redeemed, leaving 10,769 of the origi- 
nal 11,439 shares still outstanding. As 
the final column in the chart indicates, 
all three shareholders have redeemed 
sufficient stock to come within the 


Postredemption 
Holding 
753 
674 
613 


11,439 





(W, must be rounded to the next 
highest number.) 


A similar formula would be applied 
to determine shareholder C’s redemp- 
tion.”* 


The preredemption and postredemp- 
tion holdings of the three shareholders 
involved, their minimum Section 302 
(b)(2) redemption figures, and a com- 
parison of their postredemption and 
preredemption percentage interests in 
the corporation are detailed in the 
chart below: 

Comparative 
Percentage 
Interest 


79.95% ™ 
79.90% 
79.98% 


Shares 
Redeemed 


247 
222 
201 





Section 302(b)(2) test of a less-than- 
80-per-cent “substantially dispropor- 
tionate redemption.” 

All of the computations required 
by the formulae can be carried out 
with facility with the aid of an adding 





* Shareholder C’s formula would be solved 
for “W;,” with “C” replacing “B” in the two 
positions in which “B” appears in the “W,” 
formula. 


Stock Redemptions 


*To use shareholder A as an example, 
the figure of 79.95 per cent was arrived at 
753/10769 

fraction 


by simplifying the 


1000/11439 
This fraction represents a comparison of the 
ratio of shareholder A’s postredemption and 
preredemption interests in the corporation. 
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machine capable of multiplication and 
division. As an alternative, a loga- 
rithmic table, a slide rule or a young 
associate may be employed. To insure 
against miscalculation, the qualifica- 
tion under Section 302(b)(2) of the 
minimum redemption figure finally ar- 


rived at should be checked *° to make 
certain that each redeeming share- 
holder’s postredemption interest is in 
fact less than 80 per cent of his pre- 
redemption interest in the corporation. 


[The End] 


WHO IS THE AVERAGE AMERICAN TAXPAYER? 


—Continued from page 384 


as they would have to under our pro- 
jected purchase pattern—by replac- 
ing tubes (taxed at 10 per cent). He 
will not be taking his wife on a vaca- 
tion trip by plane, train or bus (fare 
taxed at 10 per cent). He won’t buy 
himself a rifle, shotgun, golf bag, 
bowling ball or fishing rod (10 per 
cent). He doesn’t take any pictures 
of his family (film, 10 per cent). He 
and his wife aren’t even going to 
entertain at bridge (playing cards, 
13 cents a pack). 

We don’t know how much in hidden 
taxes he will have to pay on electric 
power and gas (taxed in Illinois at 
3 per cent on the gross receipts of the 
utility). 

Living in Chicago, he will pay an 
additional 5 per cent city tax on 
electricity and gas, and an additional 
2 per cent on his telephone bill. Also, 
he will pay indirectly for a 3 per cent 
municipal amusement tax on the gross 
receipts of motion picture houses, 
theatres, bowling alleys, and the like. 


Average Daily Tax Bill: $5.05 


Not taking these items into account 
and presenting merely a conservative 
estimate of the taxes, present and 
future, of Mr. Average American, it 
may be said that he can look forward 
to spending a lot of money to support 
his government in the years ahead. 
On the total tax bill of $47,221.18 that 


* See footnotes 12 and 19. 
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this study shows that he will probably 
be paying in the 36 years of his re- 
maining working life, he will pay at 
the average rate of $5.05 a working 
day, $25.23 a week and $1,311.70 a 
year. He can look forward to work- 
ing a little over nine of these 36 years 
just to pay his taxes. 


One bright note in this tax picture 
is that when he retires, he will enjoy 
five years of collecting social security 
benefits, his life expectancy at age 29 
being 41 years. The dim note is that 
while he will no longer have to pay 
withholding taxes or social security 
taxes, the other taxes will continue 
on as before. 


Readers who have kept a file of 
TAXES may be interested in com- 
paring a similar story on Mr. Average 
American that appeared in our May, 
1951 issue. At that time it was esti- 
mated that he would have an income 
of $4,300 a year and that taxes would 
cost him $965. Today, our average 
man has an income of $5,183.71 and 
taxes will cost him $1,311.70. He’s 
earning approximately $884 more a 
year than he did eight years ago, pay- 
ing about $347 more in taxes. Dol- 
larwise, he’s $538 ahead. Taxwise, 
he seems to be getting a little farther 
behind the eight-ball. In 1951, 22 per 
cent of his future earnings was sched- 
uled to be absorbed by taxes; in 1959, 
25 per cent is earmarked for the tax 
collectors. [The End 
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By SYDNEY C. WINTON 


This article discusses the capital gains problem involved in redemption 
by a corporation of its own stock. It is based on a lecture that 

the author gave at a Rutgers Law School Tax Forum which covered the 
broader law problems regarding stockholder agreements. 

Mr. Winton is a member of Hays, Sklar & Herzberg, New York City. 


[ NDER the Internal Revenue Code, any purchase by a corporation 


of its own stock is treated as a redemption of the stock (Section 
317(b)). Unless the redemption fits into certain categories which are 
carefully defined in the Code, it will be treated, for income tax pur- 
poses, as if the purchase price were simply a distribution of money 
to stockholders and, to the extent of the accumulated earnings and 
profits of the corporation, will be treated as a dividend and taxed as 
ordinary income to the recipient with no offset for the cost of the stock 
redeemed. Such a result is generally quite unforeseen and usually 
involves an extremely high tax cost. 


Of course, if the corporation has little or no accumulated earnings 
and profits, such treatment may not be serious, since any distribution 
in excess of the corporation’s earnings and profits is treated first as 
a return of the stockholder’s cost or other basis; any excess is treated 
as capital gain. 

In the usual case, however, you will probably find that the cor- 
poration has a substantial amount of accumulated earnings so that 
the treatment of a stock redemption as essentially equivalent to a 
dividend is extremely costly. Therefore, in drawing a stockholders’ 
agreement, you must generally be quite careful to comply with the tax 
rules which afford capital gains treatment to stock redemptions. 


The Internal Revenue Code has detailed provisions governing 
redemptions. These are found principally in Sections 302 and 303 of 
the Code. Section 302 sets forth the general rules and Section 303 sets 
forth certain special rules applicable to redemptions to pay death 
duties and expenses. 


Stock Redemptions 





In addition, there has also devel- 
oped recently a considerable body of 
case law posing substantial dangers 
where the law had previously seemed 
clear. 


I shall first discuss Section 302, 
which sets forth the ground rules 
governing redemption of stock. Under 
this section, a redemption will qualify 
for capital gains treatment if it meets 
any one of the following three tests: 
(1) It is not essentially equivalent to 
a dividend, (2) it is substantially dis- 
proportionate or (3) it results in a 
complete termination of a sharehold- 
er’s interest. In applying these three 
tests, the Code provides in Section 
318 that an individual shall be con- 
sidered as constructively owning stock 
owned by certain specified other per- 
sons and entities. 


The subject of attribution is one 
of the most technical subjects in the 
whole of tax law and it is not possible 
to discuss it fully here. Those inter- 
ested will find detailed discussions of 
the problems in the various studies 
which Proiessor Arnold Hoffman and 
I have published on the subject. 
Nevertheless, no discussion of stock 
redemptions is possible without at 
least some consideration of the prob- 
lems of attribution. 


Whenever you consider the effect 
of a redemption under Section 302, 
you must consider not only the stock 
actually owned by the distributee, but 
also the stock constructively owned 
under Section 318. Under the latter 
section, he is deemed to own con- 
structively stock owned by his spouse, 
children, grandchildren and parents. 


An estate is deemed to own the 
stock owned by the _ beneficiaries. 
Vice versa, they are deemed to own 
proportionately the stock owned by 
the estate, including stock construc- 
tively owned by the estate because 
it belongs to the beneficiaries. 
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| suggest that we make possible 
greatly increased business capital 
investment by permitting 

business profits to share reasonably 
in our economic growth, 

and by wiser taxation, particularly 
in terms of more realistic and faster 
depreciation allowances for 
writing off plant and equipment 
and encouraging the building of 
new.—Henry Ford Il. 


A trust is deemed to own construc- 
tively all of the stock held by its 
beneficiaries unless the beneficiary’s 
interest is a remote contingent inter- 
est worth actuarily 5 per cent or less 
of the trust property. But the trust 
beneficiaries are deemed to own the 
stock owned by the trust (actually 
and constructively) in proportion to 
their actuarily computed interests, re- 
gardless of remoteness and contin- 
gency. 


Stock owned by a partnership (ac- 
tually or constructively) is deemed 
owned proportionately by the part- 
ners. Vice versa, stock owned by the 
partners is deemed owned by the part- 


nership. A similar rule applies to 
ccrporations, but it is only applicable 
to a stockholder owning 50 per cent 
or more of the corporation’s stock 
except where Section 304 is involved. 

There is a major limitation on attribu- 
tion by reason of family relationships. 
Two successive family attributions of 
the same stock are not permitted. In 
all other situations, stock can be 
attributed and reattributed indefinitely. 


Obviously, the attribution rules are 
extremely complex. 


If you are drawing a stockholders’ 
agreement providing for the redemp- 
tion of stock on a stockholder’s death, 
you must consider in detail the at- 
tribution relationships which are likely 
to prevail at the time the corporation 
is called on to buy back the stock. 
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Otherwise you may find you have 
stepped into a tax trap and that the 
purchase price will be taxable in full 
to the recipient as an ordinary divi- 
dend. 


With these words of caution, I shall 
turn to the various types of redemp- 
tion authorized by Section 302. 


Distribution Not Essentially 
Equivalent to Dividend 
(Section 302(bX1)) 


This is the old pre-1954 Code test. 
In practice, it did not prove very sat- 
isfactory to taxpayers or the Treasury. 


What this provision was trying to 
prevent was simple. Suppose that a 
corporation has 200 shares outstand- 
ing, all owned by one individual. It 
has $100,000 in cash and also other 
business assets worth $100,000. The 
sole stockholder sells 100 of his 200 
shares to the corporation for the 
$100,000 in cash. He remains the 
sole stockholder, though his interest 
is now represented by 100 shares 
instead of 200 shares. The substance 
of the situation is no different than 
if a dividend of $100,000 had been 
declared. The redemption is, to use 
tax phraseology, “essentially equiv- 
alent to a dividend.” 


Most situations are not so simple. 
There may be more than one stock- 
holder. The redemption may not be 
exactly pro rata. It may effect some 
change in the relative stockholdings 
of the shareholders. Nevertheless, de- 
spite such factors the tendency of the 
Treasury has been to find that any 
distribution not exempted by one of 
the other specific provisions of the 
Code is essentially equivalent to a 
dividend whenever there are accumu- 
lated earnings and profits. The Treas- 
ury is disinclined to give advance 
rulings that a distribution is not essen- 
tially equivalent to a dividend under 
this general test. 


Stock Redemptions 


Recent court decisions have been 
favorable to the taxpayer, but these 
cases involved controversies governed 
by the pre-1954 tax law. 


The most important case is Northup 
v. U. S., 57-1 ustc § 9307, 240 F. 2d 
304 (CA-2). This involved the re- 
demption of preferred stock where the 
corporation had preferred and com- 
mon stock outstanding. Some of the 
preferred stockholders owned no com- 
mon stock. The court said that the 
test was determination of “‘whether, 
viewing the transaction as a whole, 
different results were produced by 
what was in form a... [redemption] 
from the results that would have been 
produced, under the circumstances, 
by a dividend.” If such a difference 
be found, then the redemption is not 
taxable as a dividend. The court found 
that the necessary difference existed 
in the case before it which, as I have 
noted, involved the redemption of 
preferred stock. The percentage of 
the redemption payments in that case 
which went to persons who owned no 
common stock was 36 per cent in 1945, 
42 per cent in 1946 and 75 per cent in 
1947. If dividends had been paid on 
common stock, these persons would 
have received nothing. The court also 
considered the effect on the position 
of the three principal common siock- 
holders. In 1945, one owned 25 per 
cent of the common stock and 20 per 
cent of the preferred, the second owned 
21 per cent of the common and 8% 
per cent of the preferred, and the 
third owned 21 per cent of the com- 
mon and 13 per cent of the preferred. 
The court said: 


“Had the funds expended to retire 
the preferred stock been applied in- 
stead to dividends on the common, 
each would have received larger pay- 
ments than he did and would have 
been left with his preferred stock.” 


The redemption of the preferred 
stock thus changed substantially the 
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proprietary interest of each of these 
stockholders in the corporation. 


It is interesting to note that the 
court also concluded that it was legally 
irrelevant that there was no business 
reason for the redemption so far as 
the corporation was concerned. 


Cases like Northup are a comfort 
to a taxpayer engaged in an actual 
controversy with the Treasury, but 
the careful tax planner will rely on 
such decisions only as a last line of 
defense and will try to bring any con- 
templated transaction under the other 
specific provisions of the Code. This 
is particularly true since the 1954 
Code made one major change affect- 
ing the test of whether a distribution 
is essentially equivalent to a dividend. 
Under the new Code, the attribution 
rules apply in making this determina- 
tion. 


Though the phraseology of the 
1954 Code is the same as that of the 
1939 Code, the application of the con- 
structive-ownership rules makes quite 
a difference. Take the case of a man 
and wife who are the sole sharehold- 
ers of a corporation. The attribution 
rules provide that an individual is 
deemed to own the shares held by 
his or her spouse. Consequently, even 
if all of the shares of the wife are 
redeemed, she is still deemed to own 
the shares held by her husband. In 
other words, she begins and ends as 
the constructive owner of all of the 
stock. Under these rules, such a re- 
demption appears to be in danger of 
being held equivalent to a dividend. 


There is the comforting possibility, 
however, that even though the con- 
structive-ownership rules give the 
synthetic appearance of a dividend 
to an otherwise clear-cut capital gain 
situation, the Treasury or the courts 
may find that the transaction in actual 
fact does not have the effect of a 
dividend and disregard the technical 
attribution rules. 


400 


May, 1959 ® 


In a similar situation, one corpora- 
tion sold stock to another corporation, 
with which it had only a remote con- 
nection through a stockholder’s own- 
ing 10 per cent of its stock but which 
other corporation, because of the at- 
tribution rules, was deemed to be 100 
per cent constructively owned by it. 
The Treasury disregarded the attribu- 
tion because, among other things, the 
“transferor has no actual stock inter- 
est in the acquired corporation but 
only an indirect interest through a 
minority shareholder.” 


One thing is clear: The dividend- 
equivalence test has become far more 
dangerous today for most closely held 
corporations than it was in the past. 
It is thus extremely important in most 
situations to satisfy one of the two 
other tests, since the other tests give 
absolute safety if their requirements 
are met. 


‘Substantially Disproportionate 
Redemption"’ Test 


The second of the statutory tests 
is the “substantially disproportionate 
redemption” test (Section 302(b)(2)). 
Under this test, generally speaking, 
a redemption qualifies for capital gains 
treatment if it meets both of the fol- 
lowing requirements: if (1) immediately 
after the redemption the stockholder 
holds less than 50 per cent of the 
voting power in the corporation and 
(2) his proportionate voting power 
and common stock ownership after 
the redemption is less than 80 per 
cent of his proportionate voting power 
and common stock ownership before 
the redemption. 


To illustrate: Suppose we have a 
stockholder who owns 60 out of 100 
shares outstanding in a corporation. 
Forty of his shares are redeemed. 
This leaves the corporation with 60 
shares outstanding, of which he would 
have 20, or a one-third interest. He 
meets the first requirement, since he 
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ends up with less than a 50 per cent 
voting interest in the corporation. He 
also meets the second requirement 
because he began with a 60 per cent 
interest in the voting and common 
stock and ends with a one-third inter- 
est—which is less than the permissible 
maximum of 48 per cent—that is, 80 
per cent of his initial 60 per cent. If 
there are no attribution relationships, 
the stockholder will have met the 
“substantially disproportionate” test. 


‘Complete Termination’ Test 


This test guarantees capital gains 
treatment if all of a particular stock- 
holder’s interest is redeemed. The 
most interesting aspect of this test 
is that the Code expressly provides 
that family attribution relationships 
may be ignored if three conditions are 
met. It must be noted that only fam- 
ily attribution may be ignored and not 
the other attribution relationships, such 
as those arising out of estates, trusts, 
partnerships or corporations. 


The first condition for being re- 
lieved of family attribution is that the 
distributee must file with his return 
for the year of redemption a written 
agreement not to acquire and shall 
not, in fact, acquire within ten years 
after the redemption any interest in 
the corporation as a stockholder, offi- 
cer, director or employee; he may, 
however, be a creditor (Section 302 
(c)(2)-(A)). The other two conditions 
are more complicated. They come into 
play when any part of the stock in- 
volved was transferred within ten 
years before the redemption. They 
are designed to prevent a stockholder 
from splitting his stockholdings by 
transferring part to his spouse or other 
closely related person and then having 
the corporation redeem either all of 
his remaining stock or all of the stock 
of the transferee—allegedly, in either 
case, accomplishing a complete re- 
demption of the particular stockholder’s 
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holdings. The first condition is usually 
referred to as the “ten-year look 
forward,” and the last two conditions 
as the “ten-year look back.” 


Even if the “ten-year look back” 
is violated, it is possible to get capital 
gains treatment if the Treasury finds 
that the acquisition or disposition of 
the stock did not have as one of its 
principal purposes the avoidance of 
federal income tax. The Treasury has 
been comparatively liberal in adminis- 
tering this provision. It has published 
several favorable rulings where it has 
allowed capital gains treatment on 
the ground that at the time the gifts 
of stock were made, there was no 
intention to have the shares redeemed. 


One of the most instructive rulings 
is Revenue Ruling 57-387, which in- 
volved a father, four sons, and the 
estate of the deceased mother. The 
father and the four sons were bene- 
ficiaries of the estate. In addition to 
the stock being inherited from the 
mother, the four sons had also ac- 
quired stock by gifts from their 
parents during the period 1923-1951. 
These gifts were made pursuant to a 
lcng-term plan of the parents to share 
the family enterprise with their chil- 
dren. Three of the four sons were in 
no way connected with the corporation 
except as shareholders, and wished to 
dispose of all of their stock in the 
corporation. 


Pursuant to an over-all plan, the 
estate distributed to the three selling 
brothers their complete interest in the 
estate. Part of this distribution con- 
sisted of stock of the corporation. 
Immediately thereafter, the three with- 
drawing sons sold a portion of their 
stock to their father. This was paid 
for by unsecured five-year promissory 
notes. The corporation then redeemed 
for cash the remaining shares of stock 
held by them. It was ruled that the 
sales and the redemption were en- 
titled to capital gains treatment. 
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You will note that this ruling in- 
volved three important attribution 
questions: (1) violation of the “ten- 
year look back,” in that the sons had 
acquired stock from their parents 
within ten years of the transaction in 
question and, also, in that part of their 
stock was being sold to the father and 
not redeemed, (2) estate-beneficiary 
attribution (which was solved in this 
case by having the estate distribute 
the selling sons’ entire interest in the 
estate prior to the redemption (see 
Regulations Section 1.318-(3)) and 
(3) family attribution resulting from 
the continuing interest of the father 
in the corporation which would nor- 
mally be attributed to the sons and 
thus would prevent a complete ter- 
mination—here avoided because the 
Commissioner found that one of the 
principal purposes of the transaction 
was not the avoidance of federal in- 
come tax, 


The reason given for this finding 
was that the only purpose of the sale 
of part of the stock to the father was 
to assure the complete termination of 
the three sons’ interest in the corpo- 
ration and that the same tax result 
would obtain regardless of how their 
interest was terminated. Hence, tax 
avoidance was not one of the prin- 
cipal purposes of the disposition. 


It was also found that the rela- 
tively small gifts of stock made by 
the parents years before within the 
ten-year period had not been in con- 


templation of the present redemption. 


Thus it can be seen that when an 
estate wishes to have its stock redeemed 
and beneficiaries and close relatives 
retain their stock in the corporation, 
extremely complex problems of at- 
tribution arise. The situation is dan- 
gerous, but careful study will usually 
result in an acceptable solution, Fail- 
ing all else, the stockholder’s agree- 
ment should provide that redemption 
of the decedent’s stock is subject to 
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the receipt of a favorable ruling from 
the Treasury or, at the option of the 
estate, an opinion of counsel that the 
redemption will result in capital gain. 
If this is done, the possible effect on 
valuation of the stock for estate tax 
purposes should be considered. 


Effect of Stock Redemption 
upon Remaining Stockholders 


The detailed provisions of Section 
302 might lead you to believe that 
they cover the field completely. Such 
is not the case. A body of pre-1954 
case law continues to develop, and 
may give cause for serious concern. 


In general, it seemed fairly well es- 
tablished under the 1939 Code that if 
a close corporation redeemed all of a 
particular shareholder’s stock, the re- 
maining stockholders were not deemed 
to have received a taxable dividend in 
the absence of very special circum- 
stances. The Treasury made several 
unsuccessful attempts to tax the re- 
maining stockholders on the theory 
that when corporate funds were used 
to buy out a withdrawing stock- 
holder, the remaining stockholders 
had personally received the benefit of 
such use in that they became the sole 
stockholders of the corporation. 


The government was successful in 
only three situations : 


(1) When the remaining stockhold- 
ers had previously individually en- 
tered into an executory contract to 
buy the stock and then assigned the 
executory contract to the corporation, 
which completed the purchase—in 
such case, the corporation was said to 
have used its funds to relieve the 
stockholders of a liability. The lead- 
ing case is Wall v. U. S., 47-2 ustc 
§ 9395, 164 F. 2d 462 (CA-4). 


(2) Where the stockholders gave 
notes for the stock and then trans- 
ferred the stock to the corporation 
and had it assume payment of the 
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notes—this situation is substantially 
the same as that in the Wall case. 


(3) Where the stockholders pur- 
chased the stock first and then resold 
it to the corporation—in such case, 
the fact that the stock was first pur- 
chased from an outside stockholder 
was not enough to prevent the re- 
demption’s being essentially equiva- 
lent to a dividend where otherwise 
the redemption of stock from the 
remaining stockholders would have 
been deemed a dividend. 


These decisions were thought to 
establish the rule that if the corpora- 
tion alone agreed to buy the stock 
from the withdrawing stockholder 
and if the remaining stockholders 
assumed no personal obligation what- 
soever with respect thereto, they were 
not taxable as the indirect recipients 
of a dividend. I am still firmly of the 
opinion that this is sound law, but 
two recent cases indicate that if well- 
defined conventional patterns of 
handling the situation are not fol- 
lowed, the risk of incurring a large 
unexpected tax is run." 


In Joseph R. Holsey, CCH Dec. 
22,522, 28 TC 962 (1957), reversed, 
58-2 ustc J 9816 (CA-3), the corpora- 
tion’s stock had been initially owned 
by another corporation (Greenville) 
which was owned and controlled by 
the taxpayer’s father. In 1936, the 
taxpayer received an option to pur- 


‘The author’s prediction as to the ulti- 
mate resolution of the law in this area has 
been borne out by the court of appeals 
reversal of the Holsey case and the Treas- 
ury’s acquiescence therein. 

In Technical Information Release 109 
(October 31, 1958), the Treasury announced 
that it would follow the court of appeals 
decision in Holsey in cases involving similar 
facts and circumstances and that the Serv- 
ice would not treat the purchase by a 
corporation of one shareholder’s stock as 
a dividend to the remaining shareholders 
merely because the percentage of owner- 
ship of the remaining shareholders is in- 
creased. On the other hand, where the 
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chase 50 per cent of the stock and a 
further option, for ten years after the 
exercise of the first option, to buy the 
remaining shares. In 1939, the tax- 
payer exercised the first option. The 
remaining option ran to the petitioner 
individually and was not assignable 
to anyone except a corporation of 
which he should own at least 50 per 
cent. In 1951, the petitioner assigned 
this option to the corporation, which 
—on the same date—exercised it and 
paid the $80,000 purchase price to 
Greenville. It was held that the 
$80,000 was a constructive dividend 
to the petitioner as stockholder, tax- 
able to him in full. 


The other case, Louis H. Zipp, 28 
TC 314 (1957), affirmed, 58-2 CCH 
ustc J 9546 (CA-6), involved an even 
odder situation. A father owned 48 
of the 50 outstanding shares of stock 
of a corporation. After the death of 
his first wife, he remarried; his two 
sons by the first marriage felt inse- 
cure. In order to placate them, he 
had 23 shares of his stock registered 
in the name of each, but the court 
found that the transfer was legally 
ineffective and that he continued to 
be the real owner. On the records of 
the corporation, however, the sons 
appeared as the owners of those 
shares and the father appeared as the 
owner of only two shares. Further 
disputes arose, and finally the cor- 
poration bought out the father’s 


Treasury feels that the stock in reality was 
purchased by the remaining shareholder in 
his own right and paid for by the corpora- 
tion, it will treat the payment by the cor- 
poration as a dividend to the remaining 
shareholder. The Treasury feels that this 
is the gist of cases such as Wall and Zipp. 
The Treasury also cautioned in this infor- 
mation release that if the redemption pay- 
ments differ from the fair market value 
of the stock involved, any excess or de- 
ficiency may be treated as compensation or 
gift to the retiring shareholder, in the case 
of an excess, or to the remaining share- 
holders, in the case of a deficiency. 
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interest for $90,000. The form the 
transaction took was that the father 
confirmed the ownership of his sons 
to the 23 shares each previously reg- 
istered in their names, and surrendered 
the remaining two shares to the cor- 
poration. The Tax Court held that 
the sons were chargeable with a tax- 
able dividend of $90,000, the amount 
of the corporate funds used to pay out 
the father. 


What is most disconcerting about 
this line of cases is the broad lan- 
guage which the Tax Court used and 
which could apply to almost every 
stock redemption by a close corpora- 
tion. The Tax Court said in the Zipp 
case that in effect the sons had caused 
the corporation’s cash to be dis- 
tributed for their benefit by purchas- 
ing all of the father’s stock and that 
the arrangements had the same effect 
as if they had withdrawn funds from 
the corporation and used them to buy 
the stock. In the Holsey case, the tax- 
payer argued that he was under no 
legal obligation to make the payments 
under the option. In rejecting this 
argument, the Tax Court said: 


“The corporate act of payment 
could be for the stockholder and 
therefore constructively received by 
him without regard to whether it paid 
the stockholder’s debt. The test is a 
benefit test—whether or not the pay- 
ment was for the personal benefit of 
the stockholder and personal benefits 
can result to a stockholder in circum- 
stances other than satisfying his 
obligations. .. . 


“It was not a corporate purpose to 
see to it that it [the corporation] 
have but one stockholder, It served 
the purpose of petitioner and not the 
corporation when it paid $80,000 out 
of earnings to aid petitioner in ac- 
quiring all of the stock ... .” 


This kind of language is reminis- 
cent of the unfriendly attitude of the 
Tax Court toward close corporations 
in the Oreste Casale case, 26 TC 1020 
(1956), which fortunately was re- 
versed by the United States Court of 
Appeals for the Second Circuit (57-2 
ustc { 9920, 247 F. 2d 440 (CA-2)). 
Whether this hostile attitude will 
persist in the face of reversals by the 
appellate courts remains to be seen. 
The courts of appeals have made it 
clear that the corporate entity is not 
to be disregarded simply because the 
corporation is owned or controlled by 
one stockholder or a small group of 
stockholders.” 


It is my opinion that if the conven- 
tional pattern of having stock pur- 
chased by the corporation without 
any antecedent obligation of the re- 
maining stockholders is followed, the 
taxpayer is still safe, but any offbeat 
patterns are to be avoided. 


It is important to be careful to dis- 
tinguish, as a formal matter, between 
the acts of the corporation as an 
entity and the acts of the stockholders 
as individuals. One must also be 
mindful of the tendency of the Tax 
Court to disregard the corporate 
entity in cases of closely held cor- 
porations. 


Section 531 


Another problem which may be 
cause for some concern when there is 
a stock redemption is Section 531, 
imposing a penalty tax of 27% per 
cent to 38% per cent on a corporation 
which unreasonably accumulates its 
earnings and profits. In Pelton Steel 
Casting Company, 58-1 ustc § 9179, 
251 F. 2d 278 (CA-7), affirming CCH 
Dec. 22,344, 28 TC 153 (1957), the 
penalty tax was imposed on the accu- 
mulated earnings for the year in 





* The Treasury, after the court of appeals 
reversal of the Tax Court in Holsey will 
apparently not rely on this type of language 
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in future situations. See Technical Infor- 
mation Release (October 31, 1958). 
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which the corporation purchased the 
stock of its majority stockholders, 
constituting 80 per cent of its out- 
standing stock. The court distin- 
guished cases in which the corporation 
had bought out the interest of dis- 
senting minority stockholders on 
grounds which are not entirely clear. 
Apparently, the court felt that when 
majority stockholders sell out, they 
simply are serving their own purposes 
and not the corporate purpose. 


On the other hand, the desire of a 
majority to continue the corporate 
business over the objections of the 
minority is apparently considered a 
proper ‘corporate purpose. However, 
where the majority is determined to 
sell out, the desire of the minority to 
continue the corporate business by 
buying out the majority seems to be, 
to both the Tax Court and the court 
of appeals, a purely individual stock- 
holder purpose. The difference is 
hard to rationalize. It does suggest, 
however, the need for caution in this 
area. 


Redemption Under Section 303 
—Redemptions by Reason of Death 


This section relieves the taxpayer 
of the danger of the distribution’s 
being treated as a dividend where its 
requirements are met. 

The only stock which can be re- 
deemed under this section is stock 
which is includable in the estate of a 
decedent. Since such stock gets a 
new basis at the time of death, gen- 
erally there is little or no capital gain 
involved, so that such redemptions 
are substantially tax-free. 


Basic Qualifying Requirement 


Only stock which meets one of the 
following requirements may qualify: 
(1) It constitutes 35 per cent of the 
gross estate or (2) it constitutes 50 
per cent of the taxable estate. If the 
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decedent owned more than 75 per 
cent of the stock of each of two or 
more corporations, the corporations 
may be aggregated and treated as one 
for the purpose of meeting the above 
requirements. 


Amount and Purpose of Redemption 


The amount of stock which may be 
redeemed under this section is an 
amount not exceeding the sum of the 
federal and state estate taxes and the 
funeral and administration expenses. 


These items fix the amount of stock 
which can be redeemed. It should be 
noted, however, that it is not neces- 
sary to use the funds for these pur- 
poses. 


Who May Redeem 


It is not necessary that the stock 
be redeemed by the estate. Any per- 
son who received stock included in 
the taxable estate directly from the 
deceased or any estate beneficiary 
other than one receiving the stock in 
satisfaction of a monetary bequest 
can redeem the stock under this sec- 
tion. However, the transferee of such 
a beneficiary cannot avail himself of 
this section. 


If a surviving spouse receives stock 
under a marital-deduction bequest of 
the “stated amount” type as distin- 
guished from the “fractional share” 
type, the spouse will be deemed to 
have received the stock in satisfaction 
of a monetary legacy (Revenue Rul- 
ing 56-270). The safest procedure in 
such a case would be to redeem the 
stock while it is still in the hands of 
the estate, and to distribute the pro- 
ceeds (rather than stock) in satisfac- 
tion of the marital bequest. 


Time Limit on Death Redemptions 


In general, the redemption must 
take place within three years and 90 
days after the date the estate tax 
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return is filed. The estate tax return 
must be filed within 15 months of the 
date of death. 

If a bona fide Tax Court petition 
is filed to review the estate tax deter- 
mination of the Commissioner, the 
time for redemption is extended until 
60 days after the decision of the Tax 
Court becomes final. 


Practical Difficulties 


Usually the value of the stock of a 
closely held corporation is highly con- 
troversial, so that the amount of the 
estate tax cannot be determined until 
the value of the stock is fixed. Some- 
times this may affect the eligibility 
of the stock for Section 303 treatment. 
If the redemption is postponed until 
the estate tax value is fixed, the lapse 
of time may result in the current 
value of the stock being greater or 
less than the estate tax value, with 
resulting gain or loss on the redemp- 
tion. It may be necessary to take 
some practical risks and redeem, first, 
an amount which it is felt sure will 


qualify and then wait for the redemp- 
tion of the balance until the estate tax 
value is finally determined. 


General Observations 


The holding period of an estate for 
stock or other capital assets begins 
with the date of death regardless of 
the length of time the decedent held 
the stock. Thus, gain on stock sold 
within six months of death is short- 
term gain. 

The provisions of Section 306 of the 
Code, dealing with “bail-out’—usu- 
ally preferred stock issued as a non- 
taxable dividend on common stock 
and subsequently redeemed—are out- 
side the scope of this paper. Note, 
however, that death frees Section 306 
stock of its taint and it may there- 
after be redeemed like any other 
stock without any special adverse 
consequences. 
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Death may also take most of the 
sting out of Section 341—that is, col- 
lapsible corporation—stock. This is 
so because, although any gain might 
still be treated as ordinary income, 
the new death basis will usually elim- 
inate most, if not all, of the gain. 


Section 346 


I should next like to discuss briefly 
the partial liquidation of a corpora- 
tion, whic: in many ways is similar 
to a stock redemption. This subject 
is covered by Section 346 of the Code. 
The difference between redemptions 
under Section 302 and partial liquida- 
tions under Section 346 is often ob- 
scure. However, the regulations 
provide that if a redemption qualifies 
as a partial liquidation under Section 
346, it is not subject to the limitations 
of Section 302 (Regulations Section 
1.346-2). 


The fundamental difference be- 
tween Sections 302 and 346 is that 
under Section 302 the transaction is 
judged on the basis of its effect on the 
stockholders’ relationship to the cor- 
poration. Section 302 will rarely, if 
ever, authorize a redemption which is 
substantially pro rata. On the other 
hand, under Section 346 the redemp- 
tion is judged on the basis of its effect 
on the corporate business. It applies 
only when there is a contraction of 
the corporation’s business and activ- 
ities and it may apply even if the 
resulting redemption is pro rata as to 
stockholders. 


One of the most important tech- 
nical differences of coming under Sec- 
tion 346 rather than Section 302 is 
that the attribution-of-ownership rules 
are not applicable to partial liquida- 
tions covered by Section 346, but are 
applicable to redemptions covered by 
Section 302. 


It is not within the scope of this 
paper to discuss the details of Section 
(Continued on page 465) 


TAXES —The Tax Magazine 





Retroactivity 
in Federal Taxation 


By ALAN S. NOVICK and RALPH |. PETERSBERGER 


This article sorts out the various issues which arise when the 

legislature, in drafting a tax statute, or the judiciary, 

in interpreting it, attempt to give to the statute a retroactive effect. 
Presented in two installments, this month's portion will discuss the 
constitutional limitations on the power to tax retroactively; the 
concluding installment, the extraconstitutional limitations. Written under 
the direction of Professor Stanley S. Surrey of Harvard Law School while 

the Technical Amendments Act of 1958 was under legislative consideration, 
numerous references are made to retroactive dates that were 

brought forward before enactment. The article, however, has interest as 
a discussion of the general problem of retroactivity. 


HE SUPREME COURT of the United States, 16 years ago, when 

it was considering the question whether by judicial fiat to reverse 
retroactively its earlier decision on the nontaxability of corporate 
stock dividends, said: 

“We are asked to make a retroactive holding that for seven years 
past a multiple of transactions have been taxable although there was 
no source of law from which the most cautious taxpayer could have 
learned of the liability. If he consulted the decisions of this Court, 
he learned that no such tax could be imposed; if he read the Delphic 
language of the Act in connection with existing decisions, it, too, 
assured him there was no intent to tax; if he followed the Congres- 
sional proceedings and debates, his understanding of nontaxability 
would be confirmed; if he asked the tax collector himself, he was 
bound by the Regulations of the Treasury to advise that no such lia- 
bility existed. It would be a pity if taxpayers could not rely on this 
concurrent assurance from all three branches of the Government. But 
we are asked to brush all this aside and simply to decree that these 
transactions are taxable anyway.” ' 


1. Introduction 

The retroactivity problems raised by this quotation are not unlike 
those faced by Congress when it must decide, while fashioning a new 
piece of tax legislation, whether to make the act applicable to past 
events, whether “to decree” by legislative fiat that what happened in 





‘ Helvering v. Griffiths, 43-1 ustc 9319, 318 U. S. 371, 402. 
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the past shall be taxed by a law not 
then on the books. Such problems 
pose a serious dilemma for the legis- 
lature, for it is not merely concerned, 
as are the courts, with constitutional- 
jurisprudential issues involved in ret- 
roactivity, but it must also consider 
the broader policy questions of what 
will best effectuate the purposes of 
our complex internal revenue system 
and the system’s aims of distributing 
the tax burden. 

Of course, we know now that the 
1958 tax legislation eliminated most 
of the proposed retroactivity in H. R. 
8381; however, an analysis of the bill 
as it was proposed and passed by the 
House will indicate the problem areas 
involved. Since most of this paper 
was written while the bill was in its 
formative stages, all references to the 
sections of H. R. 8381 are to the act 
as it was proposed and have not been 
changed. The aim of this paper is to 
examine the concept of retroactivity 
in taxation. The 1957 and 1958 pro- 
posals were used as a vehicle for carry- 
ing out that aim. Considered as such, 
they still function well as providing 
concrete examples of the different 
phases of this field of tax legislation. 


Our starting point was also Story’s 
many years ago: “Retrospective laws 
are, indeed, generally unjust; and, as 
has been forcibly said, neither accord 
with sound legislation nor with the 
fundamental principles of the social 
compact.” ? 

[t will be our purpose to try to de- 
termine to what extent the 
of the past as well as the exigencies 
of the present may justify different 
degrees of retroactive tax legislation 
now and in the future. 


lessons 


The significance of the problem of 
retroactivity in taxation has been un 
derscored by the frequent appearance 
of retroactive effective dates in the 
Technical Amendments Act of 1958,° 
which was presented to the Congress 
“to amend the Internal Revenue Code 
of 1954 to correct unintended benefits 
and hardships and to make technical 
amendments, and for other purposes,” 
and in other proposed tax legislation 
suggested by the Treasury and various 
advisory groups. The Technical 
Amendments Act is an_ especially 
dramatic example of our problem’s 
timeliness. Practically all of the 82 
sections of the act, as originally pro 
posed,® were intended to apply retro- 





* Story, Constitution (5th Ed., 1891), Sec. 
1398. 

*H. R. 8381, 85th Cong., 2d Sess., 1958. 

*See, for example, Revised First Report 
of the Advisory Group on Subchapter J of 
the Internal Revenue Code of 1954, 85th 
Cong., Ist Sess., November 22, 1957. 
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*The bill was passed by the House of 


Representatives on January 28, 1958. The 
next day it was read twice in the Senate 
and referred to the Committee on Finance, 
which held hearings on the bill on Feb- 
ruary 25-28, 1958. 
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actively. One applied to the effective 
date of the 1939 Code. Over half of 
the sections applied to the effective 
date of the 1954 Code.’ Nine of the 
sections were retroactive to Novem- 
ber 7, 1956, the date on which the 
Subcommittee on Internal Revenue 
of the House Committee on Ways and 
Means issued a press release announc- 
ing that certain listed problem areas 
were under consideration.* Another 
group of sections were made applicable 
to the close of the calendar year pre 
ceding the year of enactment, that is, 
retroactive to the entire tax vear in 
which the act is passed.® In all, only 
five of the 82 sections of the proposed 
made applicable to tax- 
able years ending after the date of 
enactment."® 


act were 


Furthermore, the Technical Amend- 
ments Act, as proposed, highlighted 
the different kinds of retroactivity 
which may be found in tax legislation. 
There were clerical changes in spelling,"’ 
wording '*? and grammar; ** changes to 
elaborate the intent which the new Con- 
gress attributes to the old; * changes 
to close up loopholes which have con- 
ferred unintended benefits to certain 
industrious taxpayers;*® changes to 
eliminate unintended hardships which 
have been found to needlessly burden 


taxpayers; '® and changes to reverse 


upon reappraisal prior policy decisions 
written clearly into the existing Code."* 
We shall attempt in the following 
pages to consider the different ques- 
tions in regard to retroactivity which 
are raised by all of these various kinds 
of retroactive provisions found in the 
act, as well as by other kinds of retro- 
activity not found in the act, such as 
the retroactive legislative change oc- 
casioned by an equally retroactive 
judicial decision with which Congress 
finds itself in disagreement. 


ll. Statement of Problem 


Assuming that there can be demon- 
strated a need for retroactivity in 
some fields of taxation, our main task 
is to determine what general con- 
siderations are important in defining 
the area of this retroactivity. The 
field can be, and has been in the past, 
defined by both the legislature and 
the courts. The problem is initially 
presented to the legislature, and it is 
our thesis that there is where the most 
constructive work can and should be 
done. 

Generally, it is the legislature’s re- 
sponsibility to say what is to be retro- 


active and to when. The affirmative 





* Sec. 53 

‘For example, Secs. 5, 32, 64 and 78. 
*Secs. 3, 11, 12, 16, 22, 23, 34, 42 and 43. 
*For example, Secs. 2, 4 and 36. 

”Secs. 35, 46, 63, 71 and 77. 

™ Sec. 30. 
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* For example, Sec. 66. 
“ For example, Sec. 7. 
“ For example, Sec. 47. 
* See footnote 7. 

“ For*xample, Sec. 54. 
“ For example, Sec. 4 





action is theirs. The function of the 
judiciary is to judge this affirmative 
action. The main concern of the 
courts in the application and elabora- 
tion of retroactive legislation can be 
placed under the heading “due process 
of law.” Interpretive questions as to 
whether a statute is intended to be 
retroactive will generally be answered 
by the statute itself since the courts 
have expressed reluctance to give retro- 
spective effect to laws which do not 
specifically require it by their express 
terms. 

Will the courts be a factor in the 
future development of the law in this 
area? Should they be relied upon to 
be such? Although judicial decision 
has been important in laying the 
foundation in this area, we submit that 
as to both current and future tax 
legislation the questions should be 
answered in the negative. In the first 
place, the nature of this type of legis- 
lation makes it desirable to have its 
meaning and effect clear to the tax- 


paying public as soon as_ possible 
since, by hypothesis, a certain amount 
of past conduct will be affected by its 


enactment. To keep the taxpayer in 
the dark until the courts clarify his 
position is to compound the uncer- 
tainty and unfairness. Therefore, it 
would seem that reliance should not 
be placed on the courts to elaborate 
retroactive tax laws. Even if one 
were to say that the courts have a 
function in “filling out” this area, their 
activity in the past indicates that 
judicial decision would not significantly 
affect the important policy questions 
to be resolved. “Due process of law” 
is not the delicate instrument by which 
one can tell when a piece of legisla- 
tion will best fulfill its purpose by 
being made retroactive to any one of 
numerous dates, each of which would 
by itself satisfy the requirements of 
due process, or by not being made 
retroactive at all. 
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The next section of this paper will 
take up in detail the requirements of 
due process which the courts have 
elaborated. It is our position that 
these are but a starting point in terms 
of the standard which a legislature 
should apply in the enactment of 
retroactive laws. This is especially 
true in the light of the relatively loose 
constitutional restrictions which the 
courts have placed on retroactivity. 
We would place a heavy responsibility 
on the legislature to carefully weigh 
the justifications and limitations which 
sound policy places on retrospective 
enactment. Only thus can the tax- 
payer be reasonably appraised of his 
position, at least on the date of en- 
actment if not before. It is also more 
than likely that when such a standard 
is employed—and the statute is made 
retroactive to a time when reasonable 
notice had been given—the taxpayer 
will also be able to function with 
reasonable certainty from the date of 
such notice until the date of final 
enactment. 


The legislature, of course, has wide 
discretion in that it is not bound to 
pass any laws; and, specifically in this 
area, it need not make any laws 
retroactive. We should be, if any- 
thing, overly cautious in tampering 
with past events. One can never be 
sure how many people did a particular 
act and on what they relied. It is a 
necessary axiom of ordered govern- 
ment that the public is presumed to 
know the law as it presently exists; 
however, when retroactive laws are 
passed, Congress must assume the re- 
sponsibility of showing that those 
who should have known did know 
and/or that the bill itself justifies any 
possible detriment to those who did 
not know or were unsure of their 
status. Let it be clearly understood 
that due process is of prime importance. 
It is the constitutional backbone of 
retroactive legislation, and it is only 
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after its requirements have _ been 
rigorously applied and met that we 
come to the question of the exercise 
of Congressional discretion to produce 
a fair result. 


Il. Constitutional Limitations: 
Due Process as a Minimum Standard 


The Constitution of the United 
States does not prohibit retrospective 
laws in general nor retrospective tax 
laws in particular. The federal gov- 
ernment shall not pass any bill of 
attainder or ex post facto law and the 
states shall not pass any bill of at- 
tainder, ex post facto law, or law im- 
pairing the obligation of contracts,’* 
but these are the only express limita- 
tions which the Constitutional Con- 
vention imposed upon Congress and 
the state legislatures in regard to 
retroactive legislation.’*® Since from 
an early date it was held that “ex post 


facto” laws referred only to criminal 
statutes,”° it was therefore assumed 
that in the area of retroactive civil 
legislation some Congressional power 
was permitted.”* We say some power 
and not all power, for the due process 
clause of the Fifth Amendment stood 
as a check on the use of this power, 
as it did on the use of all powers given 
by the Constitution.* Until the 
Fourteenth Amendment imposed the 
due process clause on state action, 
the Constitution did not qualify, even to 
this limited extent, the power of the 
several states to pass retroactive civil 
statutes.** Until that time the states 
were as free as their individual con- 
stitutions permitted ** to legislate retro- 
actively, except for the federal 
prohibition against the impairment of 
contracts. 


The various sections of the Consti- 
tution which relate to the taxing power 
of Congress ** do not set any time 





* Art. I, Secs. 9 and 10. 

* There is evidence that at least some 
members of the convention would have pre- 
ferred to extend the prohibition to all retro- 
active legislation. See the opinion of Mr. 
Justice Paterson, who had been a member 
of the convention, in Calder v. Bull, 3 
U. S. (3 Dall.) 386, 397 (1798): 

“I had an ardent desire to have extended 
the provision in the Constitution to retro- 
spective laws in general. There is neither 
policy nor safety in such laws; and, there- 
fore, I have always had a strong aversion 
against them.” 

* Case cited at footnote 19. Though the 
Court was united on its interpretation of 
ex post facto laws in this case, compare 
the note appended to the concurring opin- 
ion of Mr. Justice Johnson in Satterlee v. 
Matthewson, 27 U. S. (2 Pet.) 380, 681-687 
(1829), for the view that the phrase should 
be given a much broader application. 

*“Every ex post facto law must neces- 
sarily be retrospective; but every retrospective 
law is not an ex post facto jaw: The former, 
only, are prohibited. Every law that takes 
away, or impairs, rights vested, agreeably 
to existing laws, is retrospective, and is gen- 
erally unjust, and may be oppressive; and 
it is a good general rule, that a law should 
have no retrospect: but there are cases 
in which laws may justly, and for the 
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benefit of the community, and also of in- 
dividuals, relate to a time antecedent to 
their commencement; as statutes of ob- 
livion, or of pardon.” (Case cited at foot- 
note 19, at p. 391.) 

* Stockdale v. Atlantic Insurance Company, 
87 U. S. (20 Wall.) 323 (1873); Brushaber 
v. Union Pacific Railroad Company, 1 ustc 
{ 4, 240 U.S. 1 (1916). 

*“Tf the effect of the statute in question 
be not to impair the obligation of either 
of those contracts, and none other appear 
on this record, is there any other part of 
the Constitution of the United States to 
which it is repugnant? It is said to be 
retrospective. Be it so; but retrospective 
laws which do not impair the obligation 
of contracts, or partake of the character of 
ex post facto laws, are not condemned or 
forbidden by any part of that instrument.” 
(Satterlee v. Matthewson, cited at footnote 
20, at p. 413.) 

“Retrospective laws are expressly for- 
bidden in the constitutions of California, 
Colorado, Georgia, Idaho, Montana, Mis- 
souri, New Hampshire, New Jersey, Ohio, 
Tennessee and Texas. See Ivins, “An 
Analysis of Retrospective Income Taxation,” 
17 Taxes 76, 77 (February, 1939). 

* Ast. -I,, See. 2, Cho 3s Ast. 1 Sow & 
Cl. 1; Art. I, Sec. 9, Cl. 4; Sixteenth Amend- 
ment. 
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limitations on this power. Excise 
taxes must be uniform throughout the 
United States and direct taxes must 
be apportioned among the states ac- 
cording to population although the 
income tax need not be so apportioned. 
There is, however, no express limita- 
tion that the power to lay and collect 
taxes shall only be on an annual and 
prospective basis. Thus, by silent 
acquiescence, it would seem that Con- 
gress may pass retroactive tax legis- 
lation, like any other noncriminal 
legislation, subject only to the qualifica- 
tion that the undefined standard of 
due process of law be met. It should 
be noted, however, that several com- 
mentators ** have argued that there 
is an implicit limitation on at least 
one type of retroactivity within the 
taxing provisions of the Constitution. 
The gist of this argument is as follows: 

Income can only be talked of mean- 
ingfully on an annual or accounting 
period basis, and once this period has 
been closed and all expenses—includ- 


ing presently assessable taxes—have 
been paid, then any remaining income 


becomes capital. Any retroactive tax 
which creates a new tax liability ap- 
plicable to this closed period can only 
be a direct tax on capital, no matter 
what it is officially called, and such a 
direct tax is constitutional only if it 
is apportioned among the states ac- 
cording to population.** Although the 
Sixteenth Amendment stated that in- 
come taxes need not be apportioned, 
it did not say that so-called income 





* For examples of constitutions so limi- 
ted, see Art. 141, Sec. 34, of the Consti- 
tution of Brazil, World Tax Series: Taxation 
in Brazil (1957) Sec. 1/3.1; Art. 14 of the 
the Constitution of Mexico, World Tax 
Series: Taxation in Mexico (1957) Secs. 
1/3.3, 1/4.5b; Gamba y Lopez, La Retroac- 
tividad en el Derecho Tributario (1953) (pub- 
lished thesis submitted at the University 
of Mexico, a copy of which may be found 
in the Harvard Law School Library). 

*See C. R. Smith, “Retroactive Income 
Taxation (So-Called),” 33 Yale Law Journal 
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taxes which are, in fact, retrospective 
assessments on accumulated capital, 
need not be apportioned. Thus, any 
new tax imposed retroactively upon a 
closed accounting period is a tax on 
capital and constitutional only if 
apportioned. 


This argument has not to our knowl- 
edge been adopted by a court * and 
we can only speculate why it has not 
been so applied. First of all, the 
premise upon which this “direct tax” 
argument is based seems fallacious. 
Although, for purposes of economic 
theory, income which survives the 
year in which it is earned may be 
transformed into capital, for tax pur- 
poses income often remains income. 
Witness the “earnings and profits” 
test for dividends in corporate taxa- 
tion *° and the accumulation distribu- 
tion concept in trust taxation.“ To 
say that when an accounting period 
ends income may no longer be taxed 
as income is to turn one’s back on 
taxing realities. Second, a retroactive 
tax measure operates ab initio, as if it 
had been enacted during the applicable 
period. It does not claim to apply an 
additional tax to closed books, but, 
rather, it necessitates a reopening of 
the books and a recalculation of the 
tax liability under what is now stated 
to have been the applicable tax law. 
To claim that a retroactive tax cannot 
redetermine the income of a prior year 
but can only act upon its product is 
to deny the very basis of the retro- 
activity principle. Most important of 





35 (1923); cf. Amberg, “Retroactive Excise 
Taxation,” 37 Harvard Law Review 691 
(1924). 

* Art. I, Sec. 9, Cl. 4. 

* But compare the use of the direct tax 
theory to test the estate tax (Chase National 
Bank v. U. S., 1 ustc J 346, 278 U. S. 327 
(1929)) and to invalidate the premium- 
payment test (Kohl v. U. S., 55-2 ustc 
11,564, 226 F. 2d 381 (CA-7)), discussed 
below. 

* 1954 Code Sec. 316. 

* 1954 Code Secs. 665-668. 
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We need to practice the we will review the case law in which 
self-discipline that freedom demands. retroactive tax statutes have been 
We must concentrate our resources challenged in the courts in order to 
on those things we need most, determine to what extent the “vague 
minimizing those programs that make contours of the Fifth Amendment” ** 


less decisive contributions to our may now limit Congressional power. 


pete, PUNGENT! It should be noted from the begin- 


all, however, the “direct tax” argument ning that the Supreme Court, as is the 
assumes the Sixteenth Amendment 8€neral rule among Anglo-American 
did not validate (without apportion- Courts, does not normally reach a 
ment) retroactive income taxes as Tetroactivity issue unless the statute 
well as current or prospective income Provides specifically that it shall have 
taxes, and this seems to assume too 4@ Tetroactive effective date. The tradi- 
much. As has already been noted, tional rule of construction is that a 
the Sixteenth Amendment was not Statute shall be taken to apply only 
written with any explicit time limita- PTospectively unless its terms other- 
tions. Since, prior to its adoption, it Wise provide. In addition, the Supreme 
had been assumed that taxing statutes Court has had a second reason for 
could be enacted retroactively, and the deciding that Congress did not intend 
Supreme Court had specifically so held law to be retroactive unless it said 
in regard to an 1870 tax on earnings,®*? 5°: Given the Court’s long-standing 
it would seem that if the Sixteenth Teluctance to decide constitutional ques- 
Amendment was intended to prevent ions unless the situation demanded 
retroactive taxation or, rather, to deny it, once it had been recognized that 
its no-apportionment rule to such Tetroactive legislation could be chal- 
legislation, it would have done so lenged under the due process clause 
directly and explicitly. In the absence of the Constitution, the Court was 
of these specific words designed to ready to rule that an ambiguous statute 
change the law as it was then under- was intended to tax only prospectively 
stood, we must assume it was the so that the constitutional issue need 
purpose of the amendment to say that not be reached.** In effect, the Court 
any income tax within the power of has said it believes Congress does not 
Congress, whether prospective or retro- intend to raise constitutional issues 
spective, may be enacted without ap- unless its legislation cannot be read 
portionment among the several states. otherwise. Most of the following 


Hence, though we believe the “direct C@Ses will thus deal with statutes 
tax” attack on retroactive taxation is Which were specifically retrospective. 


interesting and not without merit, we 

do not believe that it is a limitation !come Tax Cases 

which courts are likely to apply to The first Supreme Court decision 
retroactive tax measures in the future. to squarely face the problem of the 
Rather, we believe that the due process constitutionality of a Federal retro- 
clause is the only constitutional limita- active tax measure was Stockdale v. 
tion on retroactivity in tax legislation Atlantic Insurance Company * in 1873. 
and in the remainder of this section The Court was here faced with the 


% Stockdale v. Atlantic Insurance Company, *See Shwab v. Doyle, 1 ustc $61, 258 
cited at footnote 22. U. S. 529 (1922); Blodgett v. Holden, 1 ustc 
* Dissenting opinion of Mr, Justice Holmes { 261, 275 U. S. 142, 147 (1927) (dissenting 
in Adkins v. Children’s Hospital, 261 U. S. opinion). 
525, 568 (1923). * Cited at footnote 22. 
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question of the validity of an 1870 
statute,*’ which stated that an 1864 
tax on corporate earnings (which had 
been thought by many to have lapsed) 
“shall be construed to impose the 
taxes therein mentioned to the Ist day 
of August, 1870.” Mr. Justice Miller, 
writing for the Court, viewed this 
language as analogous to and, in effect, 
the same as a retroactive taxing pro- 
vision and, as such, held it valid. 


What the Court quietly assumes and 
accepts at this early date is important : 


“The right of Congress to have 
imposed this tax by a new statute, al- 
though the measure of it was gov- 
erned by the income of the past year, 
cannot be doubted; much less can it 
be doubted that it could impose such 
a tax on the income of the current 
year, though part of that year had 
elapsed when the statute was passed. 
The Joint Resolution of July 4, 1864, 
imposed a tax of five per cent upon 
all income of the previous year, al- 
though one tax on it had already been 
paid, and no one doubted the validity 
of the tax or attempted to resist it.” 


Further on in the opinion Mr. Jus- 
tice Miller is even more explicit about 
the retroactive taxing power of 
Congress: 

“But where it [Congress] can exer- 
cise a power by passing a new statute, 
which may be retroactive in its effect, 
the form of words which it uses to 
put this power in operation cannot 
be material, if the purpose is clear, 
and that purpose is within the power. 
Congress could have passed a law to 
re-impose this tax retrospectively, to 
revive the sections under considera- 
tion if they had expired, to re-enact 
the law by a simple reference to the 
sections.” 

Even the dissenters take pains to 
point out that they are “not to be 
understood as maintaining that when 


What a shabby thing it is to toss 

into every baby’s bassinet a 
mortgage, payable to yesterday and 
then wish the little tot well. And 

yet that is exactly what some of 

our political pediatricians would have 
us to do when they demand we spend 
more than we take in. The mortgage 
on the future is altogether too big 
now. In 1939 the Federal debt 

limit was $45 billion. By 1945 it was 
up to $300 billion. It now stands at 
$288 billion —Fred A. Seaton. 


the declaratory act was passed Con- 
gress had no power to impose a tax 
upon any income that had been re- 
ceived before that time.” The Court 
was, thus, united at least in the opinion 
that Congress had the power to im- 
pose retroactively an income tax on 
earnings; and it divided only on the 
issue of whether Congress, in the 
instant case, so intended to exercise 
what all the Court took to be its un- 
doubted power. 

Due process, as such, is not men- 
tioned in the Stockdale case, but there 
seems to be an implicit recognition 
that there had been no infringement 
on the due process of law in the 
Court’s holding that “it was a legiti- 
mate exercise of the taxing power by 
which a tax, which might be sup- 
posed to have expired, was revived 
and continued in existence for two 
years longer.” Since the Court, at this 
early date, neither thought nor wrote 
in due process terms, we cannot say 
with certainty that the fact that this 
case involved the retroactive revival 
of an old tax and not the retroactive 
application of a new tax was crucial 
to its legality. Certainly, the Court’s 
opinion was written more broadly. 
As we shall soon see, when due process 
became the clear constitutional test 
to be applied to retroactive statutes 


, 





* 16 Stat. 261 (1870). 
414 


May, 1959 @ 


TAXES —The Tax Magazine 





the concept of “notice” and foreknowl- 
edge of potential taxation became im- 
portant. Within the bounds of this 
more recent test, Stockdale can be 
explained as a case where there clearly 
was adequate notice and forewarning. 
Though the longevity of the earnings 
tax of 1864 was disputed, no one had 
disputed the existence of this tax nor 
the right of Congress to levy such a 
tax,** so it could not be argued with 
candor that such a tax was unique nor 
came as a surprise when applied to 
earnings in 1869 and 1870. As applied 
to 1863 earnings, which were taxed 
by the joint resolution of July 4, 1864, 
the no-notice, due process argument 
might have been cogently raised, but 
no one had so complained during 
those turbulent Civil War days * and 
the insurance companies in Stockdale 
some ten years later had neither stand- 
ing nor cause to so argue. 


Others have explained Stockdale as 
an early example of the Court uphold- 
holding a retroactive remedial statute 
which was declaratory of the law as 
Congress considered it had been and 
where the Court was satisfied this 
legislative decision was not arbitrary.*® 
Suffice it to say, the Stockdale Court 
did not speak in these twentieth century 
terms of notice and remedy, but only 
in terms of constitutional power. It 
held that on the facts before it, there 
had been a proper exercise of Con- 
gressional power to enact retroactive 
tax legislation. 


It is interesting that one of the first 
federal cases to find a retroactive tax 
unconstitutional was not a Supreme 
Court decision but instead an opinion 





“The constitutionality of a federal in- 
come tax was not challenged until some 30 
years later in the famous case of Pollock v. 
Farmers’ Loan & Trust Company, 157 U. S. 
429 (1895). 

* The Court’s apparent approval of the 
tax has led some commentators to argue 
that the existence of an emergency may be 
a separate justification for retroactivity. 
See Note, “Limitations on Retroactive Tax- 
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by a Kentucky circuit court and was 
not decided under the Fifth Amend- 
ment but instead under the Fourteenth 
Amendment. This opinion in 1900 
was in the case of First National Bank 
v. City of Covington.*° The court en- 
joined the retroactive application of a 
tax on the shares of stock of a na- 
tional bank on various grounds, in- 
cluding the taking of property without 
just compensation, a denial of equal 
protection of the laws by discrimina- 
tion against national banks and double 
taxation. Due process was yet to be- 
come a part of the judicial jargon on 
retroactivity, but Judge Evans, in this 
comparatively insignificant opinion, 
expressed some thoughts that later 
Supreme Courts, which were directly 
interpreting the due process clause, 
could express no better : 


“The court will not attempt to de- 
cide that there may not, in extreme 
cases, be a legitimate statutory enact- 
ment imposing a retroactive taxation 
for previous years upon a class of 
property not then subject to taxation 
at all. But it would at least be a rare 
case, and one which would come 
extremely near to taking property for 
public use without just compensation, 
and might be most dangerous and op- 
pressive, as well as destructive of 
many other established principles of 
the law of taxation. If the power to do 
this exist at all, there is no limit to 
it; and it might illustrate the subject 
to consider the result if church prop- 
erty now exempt should, as it lawfully 
might, be made subject to taxation in 
the future, and not only so, but retro- 
actively, for 10, or 20, or even 50 years 





ation,” 27 Georgetown Law Journal 958, 966 
(1939). 


* See work cited at footnote 38, at p. 962. 


“103 F. 523 (CC Ky., 1900). The ap- 
peal from the circuit court’s decision was 
dismissed, 185 U. S. 270 (1902), and, after 
remand, 129 F. 792 (CC Ky., 1903), the 
opinion of the circuit court was ultimately 
affirmed on the merits, 198 U. S. 100 (1905). 
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back. Here would be a practical con- 
fiscation of such property for public 
use,” 


Judge Evans goes on to touch upon 
another important distinction in the 
law of constitutional retroactivity : 


“Nor does the court mean to deny 
that where the law in fact imposes 
taxation upon property, which, how- 
ever, is overlooked by the assessor, or 
otherwise omitted from the assess- 
ment, or some other step is taken 
which is faulty, the defects may not 
be cured by legislation. That cura- 
tive legislation is admissible in such 
cases is a well-éstablished doctrine of 
the courts the act was 
not passed to validate defective steps 
taken to levy a lawful tax, but it is 
legislation which imposes an altogether 
new tax upon a new subject. Any 
attempt to give the appearance of 
being a curative statute is merely 
nominal and colorable, and cannot be 
effective.” 

Some of the following cases and 
Part IV of this paper (to be published 
next month) will have more to say 
about retroactivity in new methods 
of taxation and new methods mas- 
querading as curative legislation. 
For now, however, the significance of 
Judge Evans’ remarks at the turn of 
the century should be noted: A totally 
new tax, as distinguished from the 
revived tax in Stockdale, should rarely 
if ever be retroactive. Curative tax 
legislation may be retroactive, but 
substantive innovations under the cover 
of curative clothing may not be. All that 
is now needed is the due process label 
under which to apply these basic con- 
cepts. 


Only a few years later, in 1907, the 
arguments to the Supreme Court and 


* 206 U. S. 370 (1907). 

” 34-Stat. 636 (1906). 

“Lincoln v. U. S., 202 U. S. 484 (1906), 
197 U. S. 419. (1905); Fourteen Diamond 
Rings v. U. S., 183 U. S. 176 (1901); Dooley 
v. U. S., 183 U. S. 151 (1901); Dooley v. 
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the Court’s opinion in U. S. v. Heinszen 
& Company*' were in due process 
terms. Here a Congressional act of 
1906 ** which retroactively authorized 
and ratified the duties collected in the 
Philippine Islands prior to March 8, 
1902, was challenged. Prior decisions ** 
of the Supreme Court had held such 
duties to have been unlawfully col- 
lected, and prior to the passage of the 
act in question the corporation had 
filed for a refund. The corporation 
now complained that the act, by cutting 
off its claim which was valid when 
made, was a denial of due process. 
The Court found there was no such 
denial. Since Congress had the power 
to authorize the duties at the time 
they were illegally collected, it also 
had the power to ratify their collection 
and cure the illegality. Furthermore, 
the Court held that the corporation’s 
right to a refund was always subject 
to being cut off by the exercise by 
Congress of its power to ratify, and 
the filing of suit neither gave the cor- 
poration a vested right in the refund 
nor did it operate to deprive the gov- 
ernment of the power to enact cura- 
tive legislation. Thus, the act was 
upheld. Some years later, on similar 
facts, the Supreme Court also upheld 
a ratification statute as applied to de- 
feat a refund claim which had been 
brought to judgment (but which was 
still subject to appeal) prior to the 
date on which the retroactive curative 
act was passed.** 


These ratification cases need not 
detain us long. They involve the 
same kind of curative retroactivity 
which Judge Evans did not quarrel 
with in Covington, and the Supreme 
Court, with equal ease, found no 
affront to due process. But we must 


U. S., 182 U. S. 222 (1901); De Lima v. 
Bidwell, 182 U. S. 1 (1901). 

“ Rafferty uv. Smith, Bell & Company, Ltd., 
257 U. S. 226 (1921). See, also, Graham and 
Foster v. Goodcell, 2 ustc J 653, 282 U. S. 
409 (1931). 
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Inflation is a real and present 
danger, but it is a danger purely of 
our own making. If we the people are 
sufficiently businesslike to tax 
ourselves to pay the spending bills 
that we the people incur through our 
representative government, inflation 
cannot get out of hand. The books 
balance over the years, by being 
overbalanced in boom times and 
underbalanced in recession years. It 
is not an unbalanced budget 

in a given year that spells danger, 
but a budget out of control. 

—Edwin G. Nourse. 


be clear on what they involve, on 
what they cure. Taxes or duties were 
collected under colorable but defec- 
tive or mistaken authority. The legis- 
lature could have imposed such a tax 
from the beginning and it retained 
the power to ratify the acts of its 
agent, the tax collector. Once ratified, 
the taxpayer could no longer complain 
he had been subjected to an unau- 
thorized tax and, thus, any refund 
claims which were still subject to 
adjudication or appeal were cut off. 
Since the agency principle of ratifica- 
tion would seem to be within the ken 
of due process, the constitutionality 
of such curative legislation has been 
upheld. 


3ut the Court has been willing, at 
least in regard to state statutes, to 
look behind so-called curative legisla- 
tion to see if the alleged ratification 
under all the circumstances was within 
the power of the legislature. In Forbes 
Pioneer Boat Line v. Board of Commis- 
sioners *© a Florida statute which at- 
tempted to ratify the collection of tolls 
for passage through a canal lock the 
use of which was at the time legally 


free was held ineffective. Mr. Justice 
Holmes, speaking for the Court, said 
that, “generally ratification of an act 
is not good if attempted at a time 
when the ratifying authority could not 
lawfully do the act.” In treating the 
case as strictly private litigation, he 
assumed that the Florida legislature 
in 1919 could not have forced the plain- 
tiff to pay for passage through the 
canal lock before 1917 “any more 
effectively than it could have made a 
man pay a baker for a gratuitous 
deposit of rolls.” Heinszen was sum- 
marily distinguished on its facts, ap- 
parently because it was assumed that 
there Congress could have properly 
accomplished the same objective by 
a retroactive tax that it did by way 
of ratification: “A tax may be im- 
posed in respect of past benefits, so 
that if instead of calling it a ratification 
Congress had purported to impose the 
tax for the first time the enactment 
would have been within its power 
Mr. Justice 
Holmes concluded: “We must assume 
that the plaintiff went through the 
canal relying upon its legal rights and 
it is not to be deprived of them be- 
cause the legislature forgot.” 


[citing Stockdale].”* 


But no such reliance is assumed to 
save the ordinary taxpayer, and if the 
Holmesian dictum is correct, a cura- 
tive piece of tax legislation may be 
upheld on either ratification or retro- 
activity grounds. Thus, if the Treas- 
ury issues regulations which a taxpayer 
believes go beyond the intent of Con- 
gress and, hence, he pays his tax 
under protest, a later Congress may 
retroactively adopt the Treasury’s 
position and the statute may with- 
stand a due process attack on appar- 
ently dual grounds.** We will have 








* 258 U.S. 338 (1922). 

“Cf. Charlotte Harbor Railway v. Welles, 
260 U. S. 8 (1922). 

“See Hecht v. Malley, 1 ustc 93, 265 
U. S. 144 (1924), which upheld the applica- 
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tion of the Revenue Act of 1918 to validate 
retroactivity an unauthorized assessment 
under the Revenue Act of 1916. Cf. Com- 
missioner v. Wheeler, 45-1 ustc 9 9235, 324 


(Continued on following page) 
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more to say about policy considera- 
tions in regard to such legislation 
in Part IV (to be published next 
month), but it is interesting to note 
at this juncture that it was the Court, 
not Congress, which first seemed to 
merge the concepts of permissible 
ratification and retroactive substan- 
tive cure and, thereby, at an early 
date gave the indication that self- 
restraint by Congress rather than im- 
posed restraint by the judiciary would 
have to be relied upon to circumscribe 
this area of legislation motivated by 
the apparent overreaching of the tax- 
collecting agency.** 


We got on to this curative legisla- 
tion tangent because the Heinszen 
case was one of the first tax cases to 
meet retroactivity in clear “due proc- 
ess” terms. We will now return to 
our semichronological tracing of the 
development of the due process clause 
as a limitation on retroactive taxing. 


The concept was almost destroyed 
in its infancy. In 1914 in Billings v. 
U. S.,“° the Court upheld the validity 
of a tax on the use of foreign-built 
yachts enacted in August, 1909, and 
made collectable immediately on Sep- 
tember 1, 1909. Accepting that this 


collection procedure gave the statute 


(Footnote 47 continued) 


U. S. 542, where the Court held regulations 
issued in 1938, which were made a part of 
the statute of 1940, were validly promul- 
gated, so that by applying the 1940 act to a 
1938 transaction, retroactivity was not in- 
volved. But see Kohl v. U. S., cited at foot- 
note 29 and discussed more fully below, 
where it was held that both the prior regu- 
lations were unauthorized and the statute 
which attempted to validate the assessment 
was unconstitutional, and People ex rel. 
Beck v. Graves, 280 N. Y. 405, 21 N. E. 2d 
371 (1939), where a statute was held in- 
valid which attempted to be retroactive for 
16 years to validate the unauthorized tax 
on income from out-of-state property. In 
Inland Investors v. Commissioner, 42-2 ustc 
7 9793, 132 F. 2d 543 (CA-6), the shoe was 
on the other foot, for there (in between the 
date of the decision of the BTA and that of 
the Seventh Circuit) the Revenue Act of 
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a retroactive effect for the year 1909, 
the Court held that “such a conces- 
sion does not cause the act to be 
beyond the power of Congress to 
adopt.” But in even broader terms, 
Mr. Chief Justice White went on to 
meet the due process attack directed 
to lack of uniformity : 


“It is also settled beyond dispute 
that the Constitution is not self-de- 
structive. In other words, that the 
powers which it confers on the one 
hand it does not immediately take 
away on the other; that is to say, 
that the authority to tax which is 
given in express terms is not limited 
or restricted by the subsequent provi- 
sions of the Constitution or the 
Amendments thereto, especially by 
the due process clause of the 5th 
Amendment.” 


This dictum went beyend the needs 
of the Billings case and its implica- 
tions of a taxing power without due 
process limitations has been qualified 
by some of the cases to follow. 
Billings itself, however, clearly held 
that a use tax which was retroactive 
for from five to 11 months, depending 
on the construction of the statute, was 
within the taxing power of Congress. 


1942 retroactively amended the Revenue 
Act of 1936 to relieve the petitioning cor- 
poration of an unintended hardship. Outside 
of the tax area, the best example of the 
retroactive validation principle to which 
this footnote is directed is the now famous 
Portal-to-Portal Act of 1947, 61 Stat. 84, 
29 USC Sec. 251 (1952), which retroactively 
extinguished claims under the Fair Labor 
Standards Act created by the Court’s deci- 
sion in Anderson v. Mt. Clemens Pottery 
Company, 11 Lapor Cases { 51,233, 328 U. S. 
680 (1946), and validated the custom and 
practice prior to that decision. See Seese v. 
Bethlehem Steel Company, 14 Lasor Cases 
7 64,515, 168 F. 2d 58 (CA-4, 1948) and 
Battaglia v. General Motors Corporation, 15 
LaBor Cases {[ 64,619, 169 F. 2d 254 (CA-2, 
1948). 

“But see discussion of Kohl v. U. S. at 
footnote 47. 

“ 232 U. S. 261 (1914). 
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Contrary to what some people would 
have us believe, the Federal Treasury 
is not a bottomless grabbag which 
never needs to be conserved or 
replenished. To act as though there 
is no limit to what the Treasury 

can spend is an open road to the 
destruction of private enterprise, 

and its replacement by a socialistic 
economy. . . . We cannot spend 
ourselves into prosperity. Nor can 
we preserve . . . our free enterprise 
system by following a reckless policy 
of spending beyond our income 

in peacetime.—Ezra Taft Benson. 


In 1913, the year before the Billings 
case was decided, the Sixteenth 
Amendment made an unapportioned 
income tax constitutional. The 
amendment became operative upon 
passage by the requisite number of 
states on February 25, 1913. The 
first income tax under the amendment 
was contained in the Tariff Act of 
October 3, 1913, and for the first year 
of its operation was made retroactive 
to March 1, 1913. This retroactive 
feature was challenged as “repugnant 
to the due process clause of the Fifth 
Amendment” in the leading case of 
Brushaber v. Union Pacific Railroad 
Company.*° In what was to be a fre- 
quently cited passage, Mr. Chief Jus- 
tice White quickly and _ succinctly 
brushed aside the due process argu- 
ment: 


“But the date of the retroactivity 
did not extend beyond the time when 
the Amendment was operative, and 
there can be no dispute that there was 
power by virtue of the Amendment 
during that period to levy the tax, 
without apportionment, and so far as 
the limitations of the Constitution in 
other respects are concerned, the con- 
tention is not open, since . . . Stockdale 
v. Atlantic Insurance Company . .-. .” 


This nonchalant side-stepping of 
the due process issue might, on the 
one hand, be narrowly explained in 
terms of Mr. Chief Justice White’s 
predisposition to find no qualification 
upon the taxing power in the Fifth 
Amendment displayed in the Billings 
case. On the other hand, Brushaber 
has been frequently cited for the broad 
proposition that a retroactive federal 
income tax is constitutional and fully 
within the scope and spirit of the due 
process clause. This latter view gives 
undue weight to the Brushaber hold- 
ing, considering the limited amount 
of retroactivity which the Court faced 
in the case. We do not think the 
above quoted words of Mr. Chief Jus- 
tice White intend to say that the due 
process clause is not applicable to 
retroactivity in federal income taxa- 
tion, but rather can be taken literally 
to mean that the retroactivity at- 
tempted in Brushaber is a fortiori valid 
after that allowed in Stockdale. After 
all, Brushaber only involved seven 
months of retroactivity within a sin- 
gle year and a single accounting 
period, while Stockdale was faced with 
a full year of retroactivity which 
dipped back into an already closed 
accounting period. It may be argued 
that for administrative convenience, 
all income tax laws must be shaped 
to the calendar year so that at least 
within-the-year retroactivity is justi- 
fied or, rather, that no retroactivity is 
really involved here because income 
is not determined until the close of 
the period so that the gains of March 
may be offset by the losses of Decem- 
ber. On either view an income tax 
statute retroactive to the beginning 
of the calendar year (or to the pass- 
age of the Sixteenth Amendment as 
in Brushaber) seems reasonable.” On 
its facts then, Brushaber merely holds 
that calendar-year retroactivity of an 





” Cited at footnote 22. 
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* See Ballard, “Retroactive Federal Taxa- 
tion,” 48 Harvard Law Review 592, 597 
(1935); Ivins, article cited at footnote 24. 
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income tax statute does not offend 
due process. All income tax statutes 
before and after Brushaber have been 
retroactive to this extent,®? so it 
hardly can be said that Brushaber’s 
reaffirmation of Stockdale came as a 
shock to anyone. 


Before we review the special due 
process questions which the estate 
and gift tax cases have raised, we 
will consider income tax retroactivity 
since Brushaber. In 1919, three years 
after Brushaber was decided, Con- 
gress enacted on February 24 an ex- 
cess profits tax on earnings during 
the prior calendar year, 1918. The 
validity of this statute, which clearly 
goes beyond the holding in Brushaber 
itself, was never challenged in the 
courts,®® but in the light of Stockdale, 
which is squarely in point on such 
immediate, past-year retroactivity, its 
constitutionality does not appear 
questionable. 


Congress in 1920 ** considered pass- 
ing a statute which might well have 
raised an issue of more doubtful con- 
stitutionality. This bill would have 
subjected to a second tax incomes 
reported during World War I. By 
thus reaching back two years and 
more to retax once-taxed incomes, 
such a bill would have gone far be- 
yond the holdings in either Stockdale 
or Brushaber. We can only speculate 
as to its validity, for Congress in its 
wisdom did not enact this proposal. 





"The 1954 Code was enacted on August 
16, 1954, and it was made applicable gen- 
erally to the entire calendar-year of 1954 
(Sec. 7851). An excellent review of calen- 
dar-year retroactivity prior to 1928 and a 
collection of all the relevant statutes may 
be found in the dissenting opinion of Mr. 
Justice Brandeis in Untermyer v. Anderson, 
1 ustc { 297, 276 U. S. 440, 446 (1928). 

"U.S. v, Robbins, 1 ustc J 154, 269 U, S. 
315 (1925), seems to silently assume the 
retroactivity is constitutional. 

59 Congressional Record 6486-6491 (1920). 
See C. R. Smith, article cited at footnote 28. 

*™ We would prefer that the calendar-year 
be the limit, but we assume that Stockdale 
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Just because the holders of judicial 
office are identified with the 
interests of justice they may forget 
their common human frailties and 
fallibilities. There have sometimes 
been martinets upon the bench as 
there have also been pompous 
wielders of authority who have used 
the paraphernalia of power 

in support of what they called 
their dignity.—Felix Frankfurter. 


Although some of the broad language 
in Stockdale could conceivably cover 
this situation, we believe that such 
an act, if passed, would have offended 
due process. There should be a point, 
and we believe it extends no further 
back than the year before the taxable 
period,®”® when taxpayers should know 
their tax bill has been completely paid 
and may rely on this fact. This is 
especially true for administrators and 
executors of estates or for directors 
of corporations who may take specific 
action in reliance on what could rea- 
sonably have been assumed to be 
after-tax totals.°° Some have argued 
that a retroactive income tax on a 
closed accounting period would no 
longer be an income tax under the 
Sixteenth Amendment but, rather, a 
tax on capital, and constitutional only 
if apportioned.®’ We do not base our 
objections on this argument, for we 
believe that the due process clause of 
the Fifth Amendment comes closer to 
the heart of the matter and, as far 


has been with us for too long to expect the 
Court to re-examine the validity of prior- 
year retroactivity. See Welch v. Henry, 1 
stc J 283, 305 U. S. 134 (1938), discussed 
below. 

* Some kind of special equity would seem 
to arise and be worthy of protection when 
estates are closed in reliance on the fact 
that all presently assessable taxes have been 
paid and, similarly, when a corporation 
pays out dividends in reliance on the fact 
that its earned surplus has been calculated 
after all known and knowable taxes have 
been paid. 

* See C. R. Smith, article cited at foot- 
note 28. 
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as the cases tell us, stands as the only 
constitutional check on arbitrary ret- 
roactivity. But, we must quickly 
admit, we are not confident that the 
Supreme Court would accept the line 
we have drawn. Had Congress passed 
the 1920 bill, the Court possibly 
would have upheld it. 


The case which is closest in point 
is Welch v. Henry.®* This case, which 
was decided in 1938, upheld under the 
due process clause of the Fourteenth 
Amendment a 1935 Wisconsin statute 
taxing previously exempt dividends 
received in 1933. Though, on its face, 
the case involved an income tax which 
reached back two years, the Court 
treated the facts as a subsequent-year 
enactment since the Wisconsin legis- 
lature only held regular sessions in 
each odd-numbered year. Because 
the statute was enacted “at the first 
opportunity after the tax year in 
which the income was received,” the 
Court, citing Stockdale, held that the 
limits of permissible retroactivity had 
not been exceeded. We take heart 
in the fact that the Court was will- 
ing to assume “that a tax may at- 
tempt to reach events so far in the past 
as to render that objection [retroactiv- 
ity} valid,” yet we are dismayed that 
the Court did not find this just such 
an attempt. In terms of legislative 
power, the Court treated the situation 
before it as a Stockdale-like succeed- 


ing-year enactment. However, in 
terms of effects on individual taxpay- 
ers, in terms of a denial of due process 
in respect to the person and property 
of taxpayers, this remains a case 
where the Supreme Court held two 
years was not too much. Welch v. 
Henry was severely criticized at the 
time it was decided,*®® but it has never 
been overruled or qualified by the 
Court. Therefore, it is certainly one 
of the cases which must be considered 
in trying to learn to what extent due 
process is a limitation on retroactive 
taxing power. If Welch v. Henry had 
gone the other way, we would think 
the proposed 1920 bill would, a forti- 
ori, have been invalid. As it is, we 
think, at least, that the 1938 Supreme 
Court might have also upheld the 
proposed 1920 bill as it did the Wis- 
consin statute, although its reasoning 
does not compel such a decision.*° 
Believing as we do that Welch v. 
Henry was wrongly decided, we 
would hope that a new Court in re- 
viewing either a similar situation or 
a taxing statute like that proposed in 
the 1920 Congress would find both 


inconsistent with due process. 


The Revenue Act of 1921, passed 
late in the year—on November 23— 
but made retroactive in many of its 
provisions to January 1, gave rise to 
some interesting litigation concerning 
retroactivity.“ In Cooper v. U. S.,” 





* Cited at footnote 55. 

See Ivins, article cited at footnote 24, 
at p. 103; Notes, 16 New York University 
Law Quarterly Review 467, 471-476 (1939), 
27 Georgetown Law Journal 958, 967 (1939). 
But see note, 52 Harvard Law Review 692, 
693 (1939). 

“Tf the fact that the Wisconsin legisla- 
ture did not meet annually is the basis for 
the decision in Welch v. Henry, this rea- 
soning would not apply to the federal Con- 
gress, which met annually between 1918 
and 1920. However, if Welch v. Henry is 
partially based on a principle that retro- 
activity may be justified to meet emergency 
expenses, as some have argued (Note, 27 
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Georgetown Law Journal 958, 965-967 (1939)), 
then it might well apply to the postwar 
proposed statute of 1920. 

"Two additional cases arising under the 
Revenue Act of 1921 are not noted here 
but will be discussed in Part. 1V next month. 
Fesler v. Commissioner, 1930 CCH { 9176, 
38 F. 2d 155 (CA-7), cert. den., 281 U. S. 
755 (1930), held a nontaxable event could 
be made taxable by a later statute. Phipps 
v. Bowers, 2 ustc J 740, 49 F. 2d 996 (CA-3, 
1931), cert. den., 284 U. S. 641 (1931), held 
expenses deductible when made could be 
rendered nondeductible by a later statute. 


"2 ustc {J 486, 280 U. S. 409 (1930). 
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the Supreme Court upheld this calen- 
dar-year retroactivity as respects a 
new provision to attribute the donor’s 
basis to a donee. The Court held that 
since Brushaber there was no consti- 
tutional doubt about requiring “gains 
from prior but recent transactions to 
be treated as part of the taxpayer’s 
gross income.” In Cohan v. Com- 
missioner, the Second Circuit, per 
Judge Learned Hand, upheld one of the 
1921 act’s loophole-closing provisions 
which, as applied to George M. Cohan, 
who had filed for a change in account- 
ing period, increased the theatrical 
producer’s tax burden. Judge Hand 
pointed out that only the method of 
computation of the tax had been 
changed, nothing new was being 
taxed, for income taxes were already 
eight years old in 1921. He explained 
that a person “may indeed complain 
that, could he have foreseen the in- 
crease, he would have kept the trans- 
action unliquidated, but it will not 
avail him; he must be prepared for 
such possibilities, the system being 
already in operation. His is a differ- 
ent case from that of one who, when 
he takes his action, has no reason to 
suppose that any transactions of the 
sort will be taxed at all.” In the 
latter situation, not before him, Hand’s 
dictum infers due process would be 
offended by retroactivity. 


A somewhat harder case, also under 
the Revenue Act of 1921, was pre- 
sented in United Business Corporation 
of America v. Commissioner.** Here 
the new added tax on corporate ac- 
cumulations was challenged on grounds 
of retroactivity. The Second Circuit, 
again with Judge Learned Hand 
speaking for the court, found no denial 
of due process. Even if the accumula- 
tions tax be viewed as a penalty, Judge 
Hand said corporations were left with 
a sufficient locus poenitentiae since, 


As never before in our history, 
there is a recognition that 
suspicion and prejudice stand 
as a mortal threat 

to the political and social health 
of the Nation.— 

Hubert H. Humphrey. 


between November 21 and the end 
of the calendar year, they had six 
weeks in which to distribute profits 
and thereby avoid the penalty. Fur- 
thermore, he pointed out in regard 
to accumulations that corporations 
had been on notice “since 1918 that 
the practice was regarded as an eva- 
sion,” so that “even though we take 
the added tax as a penalty, stricti juris, 
which we need not, the statute was 
not retroactive.” 


These last two Second Circuit opin- 
ions were two of the first opinions 
to deal with retroactive loophole-fill- 
ing tax legislation. They were rela- 
tively easy cases in that they only 
dealt with calendar-year retroactivity, 
but they were important in that they 
incorporated into the income tax area 
the notice concept which, we will 
come to see, was developed in the 
estate and gift tax area. 


Likewise, the Supreme Court in 
1937, in U. S. v. Hudson,® indicated 
that constructive notice that a statute 
was tn the process of enactment would 
justify retroactivity during the period 
of this process, at least with regard 
to tax measures which were drafted 
to discourage or prevent certain types 
of activity. In the instant case, the 
Silver Purchase Act of June 19, 1934, 
imposed a special 50 per cent profits 
tax on transfers of any interest in 
silver bullion made on or after May 
15, 1934. For several months prior 
to the enactment there had been pres- 
sure on Congress for the government 








®2 ustc J 489, 39 F. 2d 540 (CA-2, 1930). 
“3 ustc § 1039, 62 F. 2d 754 (CA-2, 
1933), cert. den., 290 U. S. 635 (1933). 
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37-1 ustc J 9040, 299 U. S. 498. 
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to regulate the use of silver, and 
several bills on the subject were in- 
troduced. Hudson purchased certain 
silver futures on May 3. On May 22 
the President sent a message to Con- 
gress recommending the 50 per cent 
silver profits tax, and a bill incor- 
porating this suggestion was intro- 
duced on May 23. On the same day, 
May 23, Hudson sold his silver futures 
at a profit of $8,621.96. The Court 
concluded, “In these circumstances we 
think the period of retroactivity fixed 
in the act is not unreasonable, but 
consistent with the practice sustained 
by this Court... .” 


Given the fact that the taxing pro- 
vision in the Silver Purchase Act was 
not primarily concerned with raising 
revenue but rather to deter private 
silver trading and given the fact that 
Hudson did not realize his profits un- 
til after President Roosevelt had made 
his public request to Congress for 
stop-gap legislation, the Court’s de- 
cision on the merits seems a sound 
one. However, had the avaricious 
Mr. Hudson riden the market just 
a few days less so that his sale would 
have been prior to the President’s 
message but after the retroactive date 
of May 15, the Court would have been 
faced with a more difficult case. The 
Court might have come out the same 
way in such a case, saying there was 
sufficient forewarning in some of the 
prior silver bills which had unsuc- 
cessfully been introduced in Congress 
to justify this much retroactivity. On 
the other hand, possibly Congress 
should not have made the act retro- 
active further than the President’s 
message to Congress, since this was 


in fact the impetus to the brief legis- 
lative history that followed and was 
the first public notice of the proposed 
profits tax, and to apply the Silver 
Purchase Act beyond this message 
would be a denial of due process. We 
believe this latter argument to be the 
better view.” 


The Second Circuit in Wéilgard 
Realty Company v. Commissioner * up- 
held what was possibly one of the most 
retroactive taxing provisions ever to 
be challenged in the courts. * Section 
213(f)(1) of the Revenue Act of 1939 
affected the basis in what were stated 
to be tax-free corporate exchanges 
“occurring in a taxable year ending 
after December 31, 1923, and begin- 
ning before January 1, 1939.” This 
provision had been inserted into the 
act to change the result of a 1938 
case, U. S. v. Hendler,® which had 
held an assumption of the transferor’s 
debt made the exchange other than 
tax-free. In Wilgard, the corporation 
had been created in 1932 by the trans- 
fer of land plus mortgage obligations 
in exchange for stock. Some real 
estate was sold by the corporation in 
1937, and the question was whether 
the gains from this sale should be de- 
termined by the higher basis which 
Hendler would have attributed to 1932 
or the lower basis which the 1939 
Code retroactively attributed to 1932. 
The court sustained the application of 
the 1939 act to the 1932 and 1937 
transactions, saying, per Judge Chase, 
that “the decisive test in this instance 
is whether this taxpayer has had its 
expectations as to taxation unreason- 
ably disappointed.” The court found 
on the record that the petitioner “be- 





“Since the Silver Purchase Act was not 
a revenue-raising statute but was, in effect, 
a severe penalty for failing to cooperate 
with the government’s silver policy, Brush- 
aber’s broad approval of calendar-year ret- 
roactivity does not seem applicable. The 
Court assumes some notice was necessary, 
but before the message to Congress no 
official notice existed. The May 15 cut-off 
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date selected by Congress appears highly 
arbitrary and unwarranted. 

* 42-1 ustc § 9452, 127 F. 2d 514 (CA-2). 

“But cf. People ex rel. Beck v. Graves, 
cited at footnote 47, where a taxing provi- 
sion retroactive for 16 years was held 
invalid. 

™ 38-1 ustc J 9215, 303 U. S. 564. 





lieved the exchange was, when it 
occurred, the tax-free one that the 
1939 enactment made it.” Since the 
challenged act gave effect to, rather 
than changed, the expectations of the 
petitioner at the critical time in 1932, 
“it has, therefore, not been the victim 
of any injustice and until it can show 
that it has been hurt it may not chal- 
lenge the constitutionality of the 
statute.” 

Thus, the seven years of retroac- 
tivity which was permitted in Wilgard 
was of a very special kind. The stat- 
ute gave effect to the prior expecta- 
tions of taxpayers, it did not overturn 
them. It changed the result in the 
Hendler case, and it was this case, 
not the 1939 act, which had retroac- 
tively run counter to what most tax- 
payers believed the law to be. One 
may argue that Wilgard Realty Com- 
pany was retroactively harmed, that 
it deserved to receive the windfall 
benefit which the Hendler decision 
bestowed upon it. However, since the 
1932 exchange and the 1937 sale were 
both made before Hendler, and with 
assumptions like those written into 
the 1939 act, the petitioner's argu- 
ment for a denial of due process could 
not be made with the straightest of 
faces. It would be a curious inversion 
to hold that to make the law as you 
reasonably believed it was at the time 
was such a denial.” 


The most recent income tax cases 
have involved only calendar-year retro- 
activity and have been readily upheld 
by the lower courts which handled 
them. In Campbell-Fairbanks Exposi- 
tions v. U. S.." the Revenue Act of 
June 22, 1936, was retroactively ap- 
plied to January 1, 1936, thus placing 
an undistributed profits surtax on 
plaintiff, which had innocently changed 


its accounting period to end on April 
30, 1936. Judge Ford was unimpressed 
by the argument that plaintiff would 
not have applied for the costly change 
in accounting period had it been fore- 
warned, He said: “All taxpayers must 
be charged with the knowledge that 
income taxing statutes will change 
from year to year and by necessity 
be applied retroactively.” In Gillmor 
v. Quinlaven,” a sale by taxpayers to 
their wholly owned corporation was 
retroactively made to result in ordi- 
nary income rather than capital gains 
by the Revenue Act of 1951. On May 
3, 1951, the Ways and Means Com- 
mittee of the House of Representa- 
tives announced its tentative decision 
to add Section 117(0) to the Internal 
Revenue Code of 1939. The commit- 
tee report recommending this amend- 
ment was issued on June 18, 1951. The 
amendment was included in the Rev- 
enue Act of 1951, which was enacted 
on October 20, 1951, and was made 
applicable to tax years ending after 
April 30, 1951, and to transfers made 
after May 3, 1951. Meanwhile, Mr. 
and Mrs. Gillmor had made the sale 
of their garage building to their own 
corporation on September 17, 1951. 
As the law stood when the sale was 
made, it was taxed at capital gains 
rates, and the Gillmors argued it was 
a denial of due process to change this 
result. Citing cases from Brushaber 
to Welch v. Henry, Judge Kloeb held 
that “Congress has the power to im- 
pose income taxes by a new statute 
even though the measure of the tax 
is the income of the current year, 
part of which has elapsed when the 
statute is enacted.” He concluded that 
under these circumstances “the exten- 
sion of the retroactive provision to 
May 3, 1951, is not so arbitrary and 
capricious as to amount to a denial 





* Compare the analogous situation met by 
the Portal-to-Portal Act of 1947, cited at 
footnote 47. 


424 


May, 1959 @ 


"44-1 ustc 79103, 53 F. Supp. 331 (DC 
Mass., 1943). 

"56-2 ustc § 9701, 143 F. Supp. 440 (DC 
Ohio). 
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of due process.” The conversion of 
what had been a capital gains trans- 
action into an ordinary income trans- 
action was, in effect, a change in 
rates and by precedent might have 
been made retroactive to the begin- 
ning of the calendar year.” It is 
interesting to note, however, that Con- 
gress evidently did not consider this 
merely a change in rates but rather a 
change in method of taxation; there- 
fore, Congress decided to make the 
new provision retroactive only to the 
time when it was deemed the public 
had been put on notice by the Ways 
and Means Committee’s announce- 
ment. Given these Congressional in- 
hibitions, which we believe were 
proper, we think it would have been 
better to make the statute retroac- 
tive to the date the committee report 
was issued or the date a specific bill 
was introduced rather than to the date 
a tentative decision was announced by 
a House committee. More will be 
said about such matters of adequate, 
official notice in Part IV next month. 
Suffice it to say at this point that the 
Gillmors would have been adequately 
forewarned even within the scope of 
our minor objection. 


Estate and Gift Tax Cases 


We turn now to a review of retro- 
activity in the estate and gift tax 
cases. We have segregated this group 
of cases from the income tax cases 
because, as we shall see, the courts 
at one time so segregated them. Here, 
unlike in the income tax area, the 


Supreme Court on several occasions 
has found a retroactive federal tax 
to be an unconstitutional denial of 
due process.** The Court has been 
unwilling to carry its concept of “ar- 
bitrary retroactivity” beyond the estate 
and gift tax fields, and there is a good 
deal of doubt today whether even 
within these fields retroactivity may 
not be as permissible as it is in the 
income tax area.”® 


The Court found it unnecessary to 
discuss the retroactivity issue in the 
first major estate tax case which was 
challenged on this ground. In Schwab 
v. Doyle *® the Estate Tax Act of 1916 
was construed as not intended to ap- 
ply retroactively since “a statute should 
not be given a retrospective operation 
unless its words make that impera- 
tive.” 


The “words” became imperative 
under the Revenue Act of 1918,77 
which added the crucial words “whether 
such transfer or trust is made or 
created before or after the passage of 
this Act.” * In the landmark case of 
Nichols v. Coolidge,”® the Court held 
that the 1918 act, by attempting to 
include a 1917 transfer in the dece- 
dent’s estate in 1921, was “so arbitrary 
and capricious as to amount to con- 
fiscation and offend the Fifth Amend- 
ment.” This the first federal 
taxing provision to be so invalidated. 
the Coolidges of 
Boston had in 1907 created a real es- 
tate trust for their own benefit with re- 
mainders in their children. In 1917 


was 


In the instant case, 





* Since Fesler v. Commissioner, cited at 
footnote 61, permitted a nontaxable event to 
be made taxable by an after-enacted statute, 
it is arguable that Gillmor v, Quinlaven, 
where the was known to be taxable 
even when made, was an a fortiori case. 

“ Nichols v. Coolidge, 1 { 239, 274 
U. S. 531 (1927); Untermyer Anderson, 
cited at footnote 52; Coolidge ‘ Long, 282 
U. S. 582 (1931); cf. Blodgett v. Holden, 
1 ustc J 261, 275 U. S. 142 (1927). 

*” Already in 1935 one commentator was 
prepared to write the obituary for the retro- 


sale 


UST 


7 
z 


Retroactivity 


activity objection. (See Ballard, “Retro- 
active Federal Taxation,” 48 Harvard Law 
Review 592 (1935): “ ‘Arbitrary retroactiv- 
ity’ may continue hopefully to rear its 
head in tax briefs, but for practical pur- 
poses, in this field, it is as dead as wager 
of law.’”’) 

* Cited at footnote 34, See supporting text. 

"40 Stat. 1096 (1919). The Revenue Act 
of 1918 was not passed until February 24, 
1919. 

® Sec. 402(c). 

” Cited at footnote 74 





the settlors assigned their entire inter- 
est in the property to their children, 
and in return their children annually 
leased-back the property to the senior 
Coolidges at nominal rental. When 
Mrs. Coolidge died in 1921, the Com- 
missioner held the value of the real 
estate should be included in her estate, 
since the 1917 conveyance was not in 
fact intended to take effect in posses- 
sion or enjoyment until after her death. 
The Supreme Court found the trans- 
fer of the properties was complete in 
1917 and could not be brought back 
into the estate by a statute passed 
after this transfer. The Court added 
that Congress could properly require 
that property subsequently (that is, 
after the enactment) transferred in 
contemplation of death be treated as 
part of the estate for purposes of taxa- 
tion, but such a case was not before 
it so there was no need to consider 
the 1919 act in that regard. The hold- 
ing merely was that a transfer not in 
contemplation of death when com- 
pleted could not be transformed into 
one in contemplation of death by a 
subsequent statute.*® The opinion of 
Mr. Justice McReynolds is not too 
informative on why there had been an 
affront to due process. Notice, as such, 
is not mentioned, but rather the Court 
is content with such adjectives as 
“arbitrary,” “capricious,” “whimsical” 
and “burdensome” to describe the re- 
sults when the statute was applied 
retroactively. 


The term following the decision in 
Nichols v. Coolidge, the Supreme Court 
was presented with a challenge to the 
first gift tax, which was contained in 
the Revenue Act of 1924. The act 
became law on June 2, 1924, and by 
its terms imposed a tax on all trans- 
fers by gift for the calendar year 1924. 
In Blodgett v. Holden,*' the Court, with 
only eight justices sitting, held the 


new tax could not properly be applied 
to gifts completed before the act was 
passed. The gift in Blodgett was made 
during January, 1924. Since the gift 
tax had not been proposed in Con- 
gress prior to February 25, the Court 
was faced with the problem “whether 
Congress had power to impose a charge 
upon the donor because of gifts fully 
consummated before such provisions 
came before it.” The Court divided 
evenly on its reasons for upsetting the 
collection of this tax. Mr Justice Mc- 
Reynolds, joined by Chief Justice Taft 
and Mr. Justices Van Devanter and 
Butler, held the statute “arbitrary and 
for that reason invalid,” citing Nichols 
v. Coolidge. This opinion was written 
specifically in terms of notice: 


“It seems wholly unreasonable that 
one who, in entire good faith and with- 
out the slightest premonition of such 
consequence, made absolute disposi- 
tion of his property by gifts should 
thereafter be required to pay a charge 
for so doing.” 

On the other hand, Mr. Justice 
Holmes, joined by Mr. Justices Bran- 
deis, Sanford and Stone, would never 
have reached the constitutional ques- 
tion. They concurred in the result, 
but on the basis that Congress never 
intended to apply the tax to pre-enact- 
ment gifts and that, therefore, the tax 
must be refunded. 


A harder case challenging the same 
act was decided later the same term in 
Untermyer v. Anderson.** The gift in 
question was made on May 23, 1924, 
three months after the gift tax bill 
had been introduced in Congress and 
while the conference report upon the 
bill was pending. By May 25, the bill 
had finally passed both houses and it 
was signed by the President on June 
2, 1924. This time a majority of the 
Court, with Mr. Justice Sutherland 
registering the decisive vote for un- 





See Ballard, article cited at footnote 
75, at p. 605. 
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lf we were to tax the incurment of 
operating costs instead of 

the making of profits, we would 
obviously speed up the investment 
process. If we were to tax sales, 
we would at least be neutral. 

We happen to have hit on the one 
type of tax that actively 
discriminates against investment. 
—George Terborgh, Effect of 


Corporate Income Tax on Investment. 


constitutionality,”* held the act denied 
due process “so far as applicable to 
bona fide gifts not made in anticipa- 
tion of death and fully consummated 
prior to June 2, 1924.” Mr. Justice 


McReynolds, who wrote the opinion 
for the majority, refused to accept the 
argument that Untermyer had been 
placed on sufficient notice of the new 
tax to be consistent with due process: 


“The mere fact that a gift was made 
while the bill containing the ques- 
tioned provisions was in the last stage 
of progress through Congress we think 
is not enough to differentiate this cause 
from the former one and to relieve 
the legislation of the arbitrary char- 
acter there ascribed to it. To accept 
the contrary view would produce in- 
superable difficulties touching inter- 
pretation and practical application of 
the statute and render impossible proper 
understanding of the burden intended 
to be imposed. The taxpayer may 
justly demand to know when and how 
he becomes liable for taxes—he can- 
not foresee and ought not to be required 
to guess the outcome of pending meas- 
ures. The future of every bill while 
before Congress is necessarily uncer- 
tain. The will of the lawmakers is not 
definitely expressed until final action 
thereon has been taken.” 


It must be remembered that these 
words, which sound like the death 


knell for pre-enactment notice, were 
said in reference to a wholly new tax 
on gifts, never before imposed by the 
federal government. Their applicabil- 
ity to modes of taxation, already a 
part of the system, have since been 
qualified if not nullified. 


Mr. Justice Holmes, joined by Mr. 
Justice Brandeis and Stone, again 
dissented. He held to the construc- 
tion he had adopted in Blodgett and 
went on to add that if he would reach 
the constitutional issue, he would find 
the power in Congress to lay such a 
tax. Citing Stockdale, he said: “I do 
not imagine that the authority of 
Congress to tax the exercise of the 
legal power to make a gift will be 
doubted any more than its authority 
to tax a sale.” 


Mr. Justice Brandeis wrote a sepa- 
rate dissenting opinion which spelled 
out further the power question raised 
by Mr. Justice Holmes. In a careful 
review of all of the prior decisions 
on retroactive taxation, Mr. Justice 
Brandeis concluded that the act was 
reasonable and within the power of 
Congress. It was his belief that: “The 
need of the government for revenue 
has hitherto been deemed a sufficient 
justification for making a tax measure 
retroactive whenever the imposition 
seemed consonant with justice and the 
conditions were not such as would 
ordinarily involve hardship.” He fur- 
ther noted that the gift tax had a 
special justification for its retroactive 
feature, since it was begun mainly to 
prevent evasion of the estate tax by 
inter vivos gifts. He thought that the 
tax might reasonably be spread “over 
a period in advance of its enactment 
sufficiently long to insure that the tax 
will not be evaded by anticipating the 
passage of the act.” Like Mr. Justice 
Holmes, he reaffirmed his belief that 


the constitutional issue should not 





“Mr. Justice Sanford also concurred in 
the result reached by the majority. 


Retroactivity 


“See Milliken v. U. S., 2 ustc § 681, 283 
U. S. 15 (1931), discussed below. 
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It is not the goal of the 

American people that the United 
States should be the richest 
Nation in the graveyard of history. 
—Dwight D. Eisenhower. 


have been reached here, but if reached, 
he was clear in his position that the 
tax did not violate due process. 


In the light of the history of retro- 
activity in federal tax legislation which 
this section has been reviewing, it is 
difficult to say that either view ex- 
pressed in Untermyer was right or 
wrong. In one sense, the majority and 
minority seemed to be talking about 
two separable concepts of due process. 
If the problem is approached merely 
as one of Congressional power to tax 
retroactively and to reach gifts made 
prior to enactment but within the 
calendar year, then the Holmes-Brandeis 
position seems to be on firmer histor- 
ical ground. But if the newness of the 


tax and the fairness of the notice are 
underscored and are taken as implicit 


limitations on the exercise of Con- 
gressional power, then the majority’s 
position, though unable to cite any 
precedent other than Blodgett, would 
seem to be a valid and necessary part 
of “ordered liberty.” We believe 
that fairness as well as power should 
be inseparable, rather than separable, 
parts of any due process test. If this 
is what Mr. Justice McReynolds is 
trying to express, we are in accord; 
given the uniqueness of the new gift 
“The phrase “ordered liberty” is Mr. 
Justice Cardozo’s now famous synonym for 
due process, in a different context, in Palko 
v. Connecticut, 302 U. S. 319, 325 (1937). 
“It is interesting that since Untermyer, 
Congress has cautiously refused to make 
the gift tax retroactive, even within the 
calendar year. The Revenue Act of 1932 
reintroduced the gift tax, but only as to gifts 
made after the date of enactment. Cf, 1954 
Code Sec. 2502(b). The gift tax in the 1954 
Code was specifically made only prospec- 
tively applicable “for the calendar year 1955 
and each calendar year thereafter.” (1954 
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tax in 1924, we can also appreciate 
the majority’s hesitance to say that 
any notice prior to enactment was 
here sufficient. It should be noted that 
by the time Untermyer was decided in 
1928, the first gift tax had already 
been repealed, in 1926; hence, it was 
not yet considered an integral part of 
our taxing system. Given this fact, 
we can understand why the majority 
held that until the act became law, 
a taxpayer need not be expected to be 
so clairvoyant as to predict how this 
much-debated measure would come 
out. We would also add, however, 
that we think the precedent value of 
Untermyer is very limited, for the 
new, untried tax is now very rare. 
Normally, today, for any substantive 
changes in already present taxing 
methods, we think the difference in 
notice between Blodgett and Unter- 
myer would justify a difference in 
result, and since even Blodgett was 
within the calendar year of the change, 
we doubt that even this much retro- 
activity would offend due process.*® 


The last case in this series of cases 
in which the Court overturned a tax- 
ing provision on the grounds of arbi- 
trary retroactivity was Coolidge v. 
Long.** This case involved the same 
trust which was considered in Nichols 
v. Coolidge,** but now it was a question 
of whether a Massachusetts inheritance 
tax, enacted after the trust was ex- 
ecuted but before the retained life 
interests terminated, could, consistent 





Code Sec. 2501.) Now that the gift tax is 
an accepted part of our federal taxing sys- 
tem and everyone is deemed to be on notice 
of its existence, this Congressional reluctance 
to make modifications in the gift tax retro- 
active to the beginning of the calendar year 
in which passed seems to be unnecessary 
and to reflect a misunderstanding of the 
law since Untermyer (that is, assuming Un- 
termyer and not mere administrative con- 
venience is the cause of this prospectivity.) 

* Cited at footnote 74. 

* Cited at footnote 74. 
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. . « through expanding paternalism, 
great segments of business, labor, 
agriculture, and taxpaying individuals 
are being brainwashed with federal 
subsidy.—Harry F. Byrd. 


with the due process clause of the 
Fourteenth Amendment, tax the pas- 
sage and receipt of the remainder 
interests. In a split decision, a major- 
ity of the Court held the Massachusetts 
tax repugnant to both the contracts 
clause and the due process clause 
since the remainder interests were 
defeasibly vested prior to its enact- 
ment. Mr. Justice Roberts, joined by 
Mr. Justices Holmes, Brandeis and 
Stone, wrote a 32-page dissenting 
opinion based on the idea that the 
tax was validly applied since the in- 
terests did not become indefeasibly 
vested (by survival) until after the 
enactment. An even more basic rea- 
son for distinguishing the two Coolidge 
cases was noted by Mr. Justice Rob- 
erts in passing: While the estate tax 
is concerned with the transfer of an 
interest from the decedent, the in- 
heritance tax is concerned with the 
receipt of an interest by a beneficiary. 
There was no interest in the decedent, 
Mrs. Coolidge, by the time the estate 
tax was enacted in Nichols v. Coolidge, 
but in Coolidge v. Long the interests 
of the beneficiaries did not indefeas- 
ibly vest until after the passage of the 
inheritance tax.*® Based on this differ- 
ence in theories of the estate and 
inheritance taxes, we believe the dis- 
senting opinion in Coolidge v. Long 
should have prevailed on the retro- 
activity issue. 


An important qualification on the role 
which retroactivity would play as a 
limitation in the estate tax area and 
as a bridge to the income tax retro- 
activity cases was made in Milliken 





“See Ballard, article cited at footnote 75, 
at pp. 606-607. 


Retroactivity 


v. U. S.°° A unanimous Court, speak- 
ing through Mr. Justice Stone, held 
that it was no denial of due process 
to apply the increased rates of the 
1918 Revenue Act to a prior gift made 
in contemplation of death (not dis- 
puted) in 1916. Nichols and Untermyer 
were distinguished as cases where 
“the nature and amount of the tax 
burden imposed could not have been 
understood and foreseen by the tax- 
payer at the time of the particular 
voluntary act which was made the 
occasion of the tax. On the other 
hand, here in Milliken the estate tax 
and the gift-in-contemplation-of-death 
provisions were already a part of the 
law when Mr. Milliken gave his chil- 
dren the disputed shares of corporate 
stock in 1916: 

“Not only was the decedent left in 
no uncertainty that the gift he was 
then making was subject to the pro- 
visions of the existing statute, but, in 
view of its well-understood purpose, 


he should be regarded as taking his 


chances of increase in the tax 
burden A change in the rate 
applicable to transfers at death neces- 
sitates a corresponding change in the 
rate applicable to gifts made in con- 
templation of death, else the purpose 
in taxing the latter would not be 
attained.” 


any 


Citing the income tax cases we have 
reviewed from Stockdale to Cooper, the 
Court pointed out that “a tax is not 
necessarily and certainly arbitrary and 
therefore invalid because retroactively 
applied. Thus, the Nichols v. Coolidge 
holding was strictly confined to inter- 
ests which vested before any estate 
tax was a part of our revenue system. 
After the estate tax had been intro- 
duced, changes in it were as suscepti- 
ble to retroactive application as had 
been true from the beginning in the 
income tax area. 





” Cited at footnote 84. 





Nichols v. Coolidge was even further 
qualified by a series of cases which 
held that a “shift of economic benefit” °’ 
attributable to the decedent’s death 
could be brought under the estate tax, 
even though the benefit shifted to a 
person who had a vested interest prior 
to the estate tax. Tyler v. U. S.™ 
started the series, It was an easy case, 
for the tenancy by the entirety in 
question had been created after the 
introduction of the estate tax. The 
Court held the death of one tenant 
was the “generating source” of rights 
in the other so that an inclusion in 
the former’s gross estate was proper. 
In Gwinn v. Commissioner ** there was 
included the interest of the decedent 
in a joint tenancy created before 1916. 
Since the joint estate was subject to 
voluntary termination after the incep- 
tion of the estate tax, the Court thought, 
as in Tyler, that the decedent’s death 
“became the generating source of defi- 
nite accessions to the survivor’s prop- 
erty rights.” Nichols, Untermyer and 
Coolidge were together distinguished 
as cases where “the rights of the 
survivors became finally and definitely 
fixed before the passage of the act— 
nothing was added as the result of 
death.” Citing Tyler and Gwinn, the 
Court, in a per curiam memorandum 
opinion, decided in Third National 
Bank v. White * that an interest in a 
tenancy by the entirety created before 
1916 was also includable. The Court 
thus ignored the difference as to con- 
trolling devolution between a joint 
tenancy and a tenancy by the entirety. 
Many would have thought that a pre- 
1916 tenancy by the entirety was 
closer to Nichols than to Gwinn, but 
the Court refused to apply Nichols.®* 
The Court, on the contrary, later re- 





"Cf, Saltonstall v. Saltonstall, 276 U. S. 
260, 271 (1928); Chase National Bank v. 
U. S., 1 uste J 346, 278 U. S. 327, 338 (1929); 
Reinecke v. Northern Trust Company, 1 ustc 
1 347, 278 U. S. 339, 349 (1929). 

"2 ustc § 532, 281 U. S. 497 (1930). 
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Don't fool yourself. Inflation is 

no Robin Hood, robbing the rich to 
help the poor. It's cruelest 

and deadliest to the old, the 
widowed, and the families of the 
poor. Inflation is no 

graduated tax. For the 

Nation and the individual it is 

the quicksand of security. 

—Fred A. Seaton. 


affirmed Gwinn in Jacobs v. U. S.,% 
where another pre-1916 joint tenancy 
was involved. The final case in this 
series was Fernandez v. Weiner,” 
where the estate tax was held to 
validly apply to an interest in com- 
munity property which existed prior 
to 1916. As in White, the Court was 
unimpressed by the fact that the sur- 
vivor’s rights were vested from the 
moment the community began. But 
in this case the Court stated its rea- 
sons for not extending Nichols: 


“It is enough that death brings 
about changes in the legal and eco- 
nomic relationships to the property 
taxed, and the earlier certainty that 
those changes would occur does not 
impair the legislative power to recog- 
nize them, and to levy a tax on the 
happening of the event which was 
their generating source.” 


This quote would seem to hold the 
key to the future of the issue of retro- 
activity in the estate tax area. Nichols 
v. Coolidge, though never overruled, 


seems to have been distinguished 
away into ineffectiveness. Today, so 
long as there exists some change in 
the economic, legal or other relation- 
ship of the decedent to the property 
sought to be included by any new 
statutory provisions, there would ap- 





* 3 ustc J 1000, 287 U. S. 224 (1932). 

* 287 U.S. 577 (1932). 

"See Ballard, article cited at footnote 75, 
at pp. 616-618. 

“ 39-1 ustc J 9336, 306 U. S. 363 (1939). 

** 326 U. S. 340 (1945). 
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pear to be no objection on retroactiv- 
ity grounds.”* 


But retroactivity is not completely 
a “dead letter” as an objection in the 
estate tax area, and one final case 
merits mention as proof of this point. 
This is the recent and much-discussed 
case of Kohl v. U. S.,% where the 
Seventh Circuit held the premium- 
payment test of the Revenue Act of 
1942 was unconstitutional in so far as 
it attempted to bring into the gross 
estate proceeds of insurance policies 
in which the decedent no longer pos- 
sessed any incidents of ownership at 
the time the act was passed. The 
finding of unconstitutionality rested 
or. two grounds. First, because pro- 
ceeds rather than a transfer was the 
basis of taxation, such a tax was an 
invalid direct tax without apportion- 
ment. Second, the retroactive effect 
of the act was considered so arbitrary 
and capricious that its enforcement 
would amount to deprivation of prop- 
erty without due process of law under 
the Fifth Amendment. As to the latter 
issue, the government had argued that 
there was no retroactivity involved 
since 11 days prior to the assignment 
of the policies in question regulations 
had been promulgated under the prior 
law which would have made the poli- 
cies taxable by the premium-payment 
test. Therefore, the government con- 
tended the decedent was on notice 
that his transfer would be ineffective 
to take the proceeds out of his gross 
estate. But the Court held that the 
cited regulation transcended the prior 
law and was void. 


“Consequently, the government’s argu- 
ment in this respect must fail, for there 
was nothing in the regulation properly 
putting the decedent on notice that 
his estate would be legally subjected 
to pay a tax on policies of which he 
had completely divested himself. Con- 


. no two ways of devising 
antirecession policies can be alike. 
Each must be related not only 
to the character and timing of 
each recession, but also 
to the unique set of political 
forces then affecting the nation. 
Economics remains part of the 
political art, not simply an 
exercise in logic, statistics and 
mathematics.—Leonard Silk, ‘The 
Economists and the Recession," 
Challenge, March, 1959. 


sequently, to subject his estate to 
such a liability, after the transfer, by 
a new statute, is to attempt to tax 
retroactively something not his and 
something upon which, at the time 
he gave it away, he had paid a federal 
tax.” 


No authority is cited for these last 
statements. However, in theory, they 
seem to be based on an extension of 
the doctrine of Nichols v. Coolidge, 
applying it where an estate tax, but 
no premium-payment test, was already 
a part of our taxing system at the 
date of the transfer. 


Due to certain procedural defects 
in the Kohl case, the government did 
not seek review of the holding by 
the Supreme Court, but the Internal 
Revenue Service has announced it 
will not consider the case “as a prece- 
dent in the disposition of other cases 
involving a similar factual situation.” *°° 
Whether or not the premium-payment 
test may ultimately be held constitu- 
tional by the Supreme Court seems 
crucial to the retroactivity problem 
here. If it is not constitutional, of 
course no notice of its application will 
help. If the test itself is constitutional, 
then there may be a question whether 
the decedent was entitled to some spe- 
cial notice before he stripped himself 











"See Warren and Surrey, Federal Estate 
and Gift Taxation (1956 Ed.), pp. 90-91. 


Retroactivity 


” Cited at footnote 47. 
™ Rev. Rul. 56-250, 1956-1 CB 659. 
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of all incidents of ownership in the 
policies. Kohl says he was so entitled. 
Others might argue that if the pre- 
mium-payment test, similar to the gift 
in contemplation of death concept, is 
a valid adjunct to the long-established 
estate taxing system, then he was 
entitled to no special warning that 
his gross estate would be calculated 
in this way. At the least, the Kohl 
case has dramatized the fact that the 
retroactivity objection to tax legisla- 
tion may yet find its way into modern 
court opinions and, in so doing, may 
save some taxpayers dollars as well 
as constitutional rights. 


Summary 


In conclusion, this review of the 
retroactivity cases has shown that 
although Congress has the undoubted 
power to tax retroactively, it must 
exercise this power in a manner which 
is consistent with the courts’ notions 
of the due process of law. In the past 


these notions have, in general, meant 
that innovations in the taxing system 
should be prospective from enactment, 
but revisions in the established taxing 
system—whether in the form of changes 
in rates or definitions or calculations 
—may at the least be retroactive with- 
in the calendar year and may be retro- 
active for an even longer period if no 
undue hardship results." As a prac- 
tical matter, these limitations have 
rarely been of great consequence to 
Congress. For normal revenue needs 
and normal legislative processes, the 
due process clause has allowed as 
much retroactivity in taxation as Con- 
gress has wanted. However, should 
some Congress of the future be more 
prone to allow past, untaxed events 
to pay the way for present and future 
government expenses, we may expect 
the due process clause to again be 
used to tell the legislature it has trans- 
gressed its constitutional power. 


[To Be Concluded Next Month] 


CORPORATE INCOME TAX RATE TOO HIGH, SAYS MAPI 


The effect of taxes on investment is the subject of a special 
study published by the Machinery and Allied Products Insti- 
tute, Washington, D. C. The effect of taxes on investment 
is more important today because of our economic and military 
competition with the Communist system. Since our system 
depends on corporations for three quarters of all business 
capital formation, the study points out that “if we wish to 
speed up our rate of progress in competition with the com- 
munist system we can ill afford to penalize corporate invest- 
ment by a 52-percent tax rate.” 


Disputing the theory that because the corporate income 
tax comes out of profit it imposes no barrier to investment, 
the study points out that a company which requires prospec- 
tive aftertax equity return of 10 per cent must see a pretax 
return of 20.8 per cent before a project is justified. The insti- 
tute says this added 10.8 per cent automatically excludes a 
whole range of investment proposals that would be eligible 
without a corporate income tax. 





* We are basically in accord with the con- 
clusion reached by Neuhoff, “Retrospective 


law is permitted only when it would not 
operate unfairly by attaching consequences 
to an act by a taxpayer which he could not 
reasonably have foreseen.” 
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” 


Tax Laws,” 21 St. Louis Law Review, 1, 2 
(1935): “Retroactive application of a tax 
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Reform 
of the 
German 


Income Tax Law 


By HENRY J. GUMPEL 


Since we published an article on ‘Taxation of American Income and Business 
in Germany” in the April, 1958 TAXES, the law was changed 

substantially. In this supplementary survey, Mr. Gumpel brings the reader 
up to date. The author, an attorney and CPA of New York, 

is associated with the Harvard Law School International Program in Taxation. 


HE FOLLOWING SUMMARY deals with the more important 

changes in the German income tax laws which occurred as a result 
of the tax reform of July, 1958. While the amendments do not affect 
the structure of the two income tax statutes—the income tax law, 
which applies to individuals, and the corporation income tax law, 
which applies to corporations, limited liability companies Gesell- 
schaften mit beschraenkter Haftung (G. m. b. H.’s), and certain other 
entities—they introduced a number of significant changes in the 
detailed provisions of these laws." 


Individual Income Tax 


The most important innovation in the field of the individual 
income tax has been the introduction of income-splitting for married 
couples, after the United States pattern. In addition, the personal 
exemptions and credits for dependents were substantially increased, 
and a flat proportionate tax rate of 20 per cent now applies to taxable 
income of up to 8,000 Deutsche Mark (DM) (about $1,900), in the case 
of an unmarried individual, and 16,000 DM (about $3,800), in the case 
of married taxpayers. A married couple with two dependent children 





*The texts of the two statutes, as amended, were republished as Income Tax 
Law 1958 (September 23, 1958, BGB1 1958 I p. 673) and Corporation Income Tax 
Law 1958 (November 18, 1958, BGB1 1958 I p. 747). 


German Income Tax Law 








is not liable for income tax as long 
as its combined net income does not 
exceed 6,000 DM. Higher incomes are 
taxed at progressive rates. The maxi- 
mum rate of 53 per cent applies to the 
portion of taxable income over 110,000 
DM (unmarried individuals) or 220,000 
DM (married couples). The federal 
ministry of finance has estimated that, 
as a result of these reforms, over 3 
million individuals with lower income 
are no longer subject to income tax 
and that, of those who remain tax- 
payers, 95 per cent will pay income 
tax at the minimum rate of 20 per 
cent—an enormous saving of adminis- 
trative labor both for the government 
and the payroll departments of large 
enterprises. 


In addition to lowering the tax 
rates, the new law has closed a num- 
ber of loopholes. In this context, it 
may be mentioned that the possibility 
which formerly existed of selling sub- 
stantial holdings of shares, etc., prac- 
tically tax-free by first transferring 
the investment from the private prop- 
erty of the owner to his business 
property * has been precluded by the 
new law. 


Corporation Income Tax 

The income tax rates which apply 
to resident corporations, limited lia- 
bility companies (G. m, b. H.’s) and 
certain other entities now are 51 per 
cent for retained earnings and 15 per 
cent for the portion of the profit which 
is distributed as a dividend.’ The 
former emergency contribution for the 
support of West Berlin (an additional 
income tax of 4.09 per cent) has been 
repealed. Like corporations, limited 
liability companies (G. m. b. H.’s) 
can now apply the lower tax rate to 

* See 36 Taxes 256 (April, 1958). 

* Special graduated rates apply to corpo- 


rations, limited liability companies, and 
other taxable commercial entities whose net 
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their distributed earnings without 
limitation to a certain percentage of 
their paid-in capital or net worth. 


Assuming that a German corpora- 
tion, or G. m. b. H., intends to distribute 
all of its earnings not needed for the 
payment of income taxes and that the 
amount of the earnings (after deduct- 
ing all other taxes and charges) is 100 
DM, the amount which the company can 
distribute (X) is computed as follows: 


51 (100—X) + 15X 
100—-X =— —— 
100 100 
X =76.5625 DM 


Of the remaining 23.4375 DM, the 
company pays the 15 per cent tax on 
the distributed earnings (15 per cent 
of 76.5625 DM, or 11.4844 DM) and 
the 51 per cent tax on the retained 
earnings (51 per cent of 23.4375 DM, 
or 11.9531 DM). 


It will be noted that the corporate 
tax rate on retained earnings (51 per 
cent) is now almost the same as the 
highest individual income tax rate 
(53 per cent). The sharp reduction 
of the corporate tax rate on distributed 
profits was intended to encourage the 
distribution of higher dividends, and 
the expectations of the government 
and the legislature in this respect have 
been more than fulfilled in recent 
months. Another important step in 
the direction of the re-establishment 
of a normal capital market will be the 
abolition of the time-honored judicial 
rule that every stock dividend con- 
stitutes taxable income to the share- 
holder in the face amount of the new 
shares issued. This reform and others 
affecting the capital structure of 
corporations are the subject matter 
of separate bills which are presently 
discussed in the federal parliament. 


worth does not exceed 5 million DM and 
whose capital is owned by individuals to 
the extent of at least 76 per cent, among 
other requirements. 
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Still another important part of the 
tax reform has been the legislative 
recognition of the declining balance 
method of depreciation for movable 
property. Depreciation of movable 
property on the basis of production 
is also permitted under the new law. 





Old Rates 
Profits before taxes on in- 
come 1,000,000 DM 
Less taxes on income: 
On distributed profits of 
400,000 DM @ 30% 120,000 
On retained profits of 
600,000 DM @ 45%.. 270,000 
Emergency contribution, 
Berlin—4.09% of 1 
million DM 40,900 
Total taxes on in- 
come 430,900 
Profit after income taxes 569,100 
Less dividend, as above 400,000 
To reserves (surplus) 169,100 DM 


It is evident from the above example 
that, assuming equal profits and a 
practically equal allocation to reserves, 
the corporation can distribute a divi- 
dend of 10 per cent as compared to 
one of 8 per cent under the former 
income tax rates. 


Taxation of Nonresidents 


The amending law contains only 
few provisions which apply specifically 
to nonresident individuals or entities. 
Unlike domestic corporations and other 
taxable entities which pay income tax 
at the “split” rate of 51 per cent and 
15 per cent, nonresident companies 
which operate in Germany through a 


German Income Tax Law 


The practical effect of the changes 
in the corporate income tax rates 
is demonstrated below by the example 
of a domestic corporation with a capital 
of 5 million DM and taxable income of 
1 million DM. 


New Rates 
1,000,000 DM 
On distributed profits 
of 500,000 DM @ 
15% 75,000 
On retained profits of 
500,000 DM @51% 255,000 
None 
330,000 
670,000 
500,000 


- 170,000 DM 


branch or other dependent establish- 
ment are taxed at the uniform rate 
of 49 per cent. The reduced rate for 
distributed profits does not apply to 
these taxpayers. 


The amendments of the income tax 
law include new provisions in refer- 
ence to the taxation of nonresident 
artists, writers, journalists, reporters, 
etc. If the services of these individuals 
are physically performed in Germany, 
their remuneration from German 
sources is taxed at the rate of 15 per 
cent, if the tax is borne by the recipient 
of the compensation, or 17.65 per cent, 
if it is borne by the payer. If the 
services are merely utilized in Germany 
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(although performed. abroad), the 
usual withholding rate of 25 per cent 
(33% per cent if the payer of the com- 
pensation absorbs the tax) applies. 
The new provision is of interest only 
to those United States citizens or resi- 
dents whose stay in Germany exceeds 
183 days, or whose compensation from 
German sources exceeds $3,000 (12,600 
DM), during any calendar year. Un- 
less at least one of these conditions 
is met, the income is not taxable in 


as a result of the renegotiation of the 
tax treaty between the United States 
and Germany of July 22, 1954. Among 
other changes, it can be assumed that 
the West German Federal Republic 
will press for the abolution of the 
reduced tax rate (15 per cent in lieu 
of the regular rate of 25 per cent) on 
dividends and other profit distribu- 
tions by German corporations or 
limited liability companies paid to a 
United States corporation which holds 


Germany according to the tax treaty 
between that country and the United 
States.* 


at least 10 per cent of the voting stock 
of the German company.’ Negotia- 
tions were commenced in Bonn in 
February ; it is expected that they will be 
continued in Washington in September. 

[The End] 


In addition to the statutory amend- 
ments referred to, important changes 
may be expected in the near future 


TREASURY'S DEBT MANAGEMENT PROGRAM 


Charles J. Gable, an assistant to the Secretary of the 
Treasury, testified before the Joint Economic Committee on 
February 5, 1959. He reviewed the current problems facing 
the Treasury in its debt management program and emphasized 
that the changing economic environment and market atmos- 
phere require flexibility in approaching debt management, but 
flexibility based on certain basic principles. He said that the 
$283 billion public debt at the end of December, 1959, repre- 
sents an amount equal to 63 per cent of the total gross 
national product or an amount equal to more than $1,600 for 
each man, woman and child in America. Gable testified that 
the Treasury would probably ask for an increase in the 
permanent debt limit from $283 billion to $285 billion and that 
the Treasury would continue to secure its necessary funds 
at as reasonable a cost to the taxpayer as possible consistent 
with the major objective of contributing to sound economic 
growth. These funds, as largely as possible, will be secured 
from true savers rather than from commercial banks in order 
to reduce the inflationary potential of the financing operations 
during a period of rising economic activity. It was further 
stated that advantage would be taken of every opportunity 
to extend the maturities of the Treasury issues in order to 
reduce to a minimum the disturbing effect of Treasury financ- 
ing operations on the money markets and on the flotation of 
new corporate and municipal issues and to provide the Federal 
Reserve with as much freedom as possible to conduct effective 
monetary policy. 





* See official explanation accompanying the 
tax reform bill, at p. 50. 
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*See 36 Taxes 257 (April, 1958). 
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Uniform Allocation of Income 


from Unitary Business 
By JOHN A. WILKIE, Economist, Madison, Wisconsin 


There has always been considerable interest 

in finding an equitable method of taxing a corporation 

whose affairs are conducted in several states. 

This interest is heightened, of course, by the Supreme Court's 
fairly recent decisions involving apportionment of income. 
This article states eight points on which 

there is specific need for a uniform reasonable determination. 


N ULTISTATE INCOME of a corporation is derived from 

sources, Or given tax situs, in two or more states. Some multi- 
state income may be derived from sources wholly within a given state 
or given tax situs within a single state, including the sources of 
income of a separate business. Other multistate income may be de- 
rived from sources of income in more than one state that are integral 
parts of, are dependent upon or contribute to each other. Such income 
is that of a unitary business. It follows that the income of a unitary 
business may not be determined without references to sources in one 
or more states besides the taxing state involved. We are concerned 
with what constitutes the main characteristics of a unitary business 
which result in the source, or sources, of income in one state being 
an integral part of, dependent upon or contributory to a source, or 
sources, of income in one or more other states. Such a determination 
should be consistent with the basis for jurisdiction to tax. 


In a given determination of whether or not multistate income of 
a corporation is derived from unitary sources, it is a basic condition 
that we concern ourselves with the relationships which actually exist 
during a given tax period between sources of income, including the 
activities of a corporation in different states, and not with probable 
or possible relationships which would exist under different or alter- 
native conditions but which in fact do not actually exist during the 
taxing period.’ 








*One of the judicial definitions of “unitary business” which is frequently 
used by tax administrators and the courts is that given in the opinion of the case 
of State ex rel. Maxwell v. Kent-Coffrey Manufacturing Company, 168 S. E. 397 
(N. C., 1933), aff'd, 291 U. S. 642, which said “That term is simply descrip- 
tive, and primarily means that the concern to which it is applied is carrying 
on one kind of business—a business, the component parts of which are too 
closely connected and necessary to each other to justify division or separate 


(Continued on following page) 
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In a unitary business there is an 
integration of the capital used or serv- 
ices employed in two or more juris- 
dictions in the income-producing 
functions? of the business. There is, 
also, an interdependence of such 
income-producing activities with the 
effective demand of the customer who 
purchases the products or services. 
It is not possible to separately allo- 
cate income and expenses relating to 
each such function and determine a 
“functional profit” or “loss.” Integra- 
tion may be in the form of centralized 
income-producing functions, includ- 
ing central control of policy and pro- 
cedures and/or transfers between 
operations in various states. All that 
needs to be centralized is the power 
to control the nature and limits of the 
activities performed in each state, or 
group of states. When such power is 
exercised in a manner whereby the 
nature and level of the activities per- 
formed in one state or group of states 


(a region) is related to the nature and 
level of the activities performed in 
another state or region, then all such 
activities may be considered unitary. 
Central control may be exercised in 
respect to the location, design and 
layout of plants, warehouses, stores 
and sales offices, financing of capital 
installations as well as working cap- 
ital, service and maintenance of cap- 
ital installations, machinery and 
equipment; personnel relations ; oper- 
ational use of capital installations and 
transfers of capital assets between 
branches; inventory control; credit 
policy and procedure; accounting 
standards; research and development ; 
advertising and selling activities, in- 
cluding controlling the prices of prod- 
ucts sold and services rendered; or 
the shipping practices of each state 
branch or multistate region.’ 

In addition to various centralized 
activities there may be transfers be- 
tween plants or other capital installa- 








(Footnote 1 continued) 

consideration as independent units. By con- 
trast, a multiform business must show units 
of a substantial separateness and complete- 
ness such as might be maintained as an 
independent business (however convenient 
and profitable it may be to operate them 
cojointly) and capable of producing a profit 
in and of themselves.” It is submitted by 
the writer that this meaning is deficient in 
that it considers units which might be main- 
tained independently as not being integral 
parts of a unitary business even though 
they are in fact being operated in a manner 
which contributes to, and/or is dependent 
upon the other operations of the business. 
This was recognized in a later decision in 
Georgia where, in considering the nature of 
an oil pipeline operated by a firm engaged 
in refining and marketing petroleum prod- 
ucts, it was said that the fact that the pipe- 
line could have been operated independently 
is irrelevant. Seventy-two per cent of the 
crude oil shipped over the pipeline was dis- 
posed of in the company’s refineries. The 
bigger pipeline with outside sales meant 
lower unit costs of shipping oil. “The fact 
that for every dollar of pipeline income 
48.83% was ‘profit’ while for every dollar 
of income from manufacturing and sales 
1.30% was profit, and the fact that the 
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taxpayer received 46.82% return on its in- 
vestment on pipeline properties and .02% 
on manufacturing and sales investment, shows 
the disparity between the profits credited 
to the various departments, In this 
case the basic enterprise is manufacturing 
and selling and profits are captured in 
sales.” (Phillips v. Sinclair Refining Com- 
pany, 76 Ga. App. 34, 44 S. E. 2d 671 (1947).) 

* Such functions inciude production func- 
tions, purchasing, transporting, generating 
and transmitting power, transmitting com- 
munications, merchandising goods, loaning 
funds, rendering various services, storing, 
advertising and promoting, planning, re- 
search, designing, testing credit rating, col- 
lecting, accounting, financing and general 
administration, 

*Centralization of income producing func- 
tions may exist not only in manufacturing 
and merchandising, but also in power pro- 
duction, communications, transportation, min- 
ing, construction, finance, service and farming. 

For operation of integrated sales finance 
companies see Clyde William Phelps, Jn- 
stallment Sales Financing: Its Services to the 
Dealer (Studies in Consumer Credit, No. 2, 
Commercial Credit Company, Baltimore, 
1953). See also Allied Building Credits v. 
Commissioner of Taxation, Minnesota BTA, 
Docket No. 253, 1947. 
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tions of either capital assets or raw 
materials, supplies, semiprocessed goods, 
finished goods, personnel, information 
of all sorts of operational procedures 
and standards and specific informa- 
tion with reference to the reliability 
of suppliers and the credit rating of 
customers. 


One important centralized activity 
is that of central purchasing, with its 
economies of large scale and more 
selective purchasing. Benefits derived 
from large-scale buying may be at- 
tained whether it is used on compul- 
sion by a main authority or by 
volition of the store managers. There 
is also the interdependence and pos- 
sible economy of centralized produc- 
tion activities, such as centralization 
in one plant or integration of the 
operations of several plants. Large- 
scale economies in addition to inter- 
dependence could also apply to other 
income-producing functions such as 
accounting, credit rating, collection, 
general administration, purchasing, 
marketing, research and product de- 
velopment, advertising, planning and 
estimating. Larger volume means 
fuller utilization of fixed capital with 
a consequent lowering of unit costs 
as long as average-unit variable costs 
are not increasing more than the 
average-unit fixed costs decrease. 

A corporation whose primary activ- 
ity is in the area of production or dis- 
tribution or, even, constructing, 
mining or servicing may engage di- 
rectly in a lower or higher “stage” of 
production, distribution or service. 
When a substantial part of the output 
of such other activity is either trans- 
ferred to the primary activity or 


*A grocery retailer may manufacture cer- 
tain items that are distributed through its 
own stores. An oil company in addition to 
refining and selling petroleum products may 
store it and transport it in crude form. See 
Phillips v. Sinclair Refining Company, cited 
at footnote 1. 


Unitary Business 


received from the primary activity, 
such primary activity should be con- 
sidered in connection with such other 
activity as an integral part thereof.* 
This interrelationship is not depend- 
ent upon the existence of economies 
of large-scale operations (although 
they may exist), but is dependent 
upon the fact that there is little or no 
sale or exchange of the product pro- 
duced or received by such integrated 
activity; there is only a directed 
transfer. 

Certain secondary or auxiliary ac- 
tivities may be vertically integrated 
with the main business operation and 
function as a part of it. Here, again, 
such activities may be performed in 
such a manner as to provide a lower 
unit cost of certain materials, sup- 
plies or services to the business. 
There may be common costs which 
are substantial in the production of 
joint products or by-products or in 
the distribution of various types of 
products. There may also be a joint- 
demand relationship between different 
products separately produced but sold 
to the same customers. In addition 
to its primary production, a firm may 
handle other items in joint demand 
on a resale basis.°® 


Unitary Business of Commonly 
Owned and/or Controlled 
Legal Entities 

A unitary business may consist of 
the integrated operations of one or 
several legal entities such as corpora- 


tions. Where a parent corporation 
that operates a unitary business es- 
tablishes a subsidiary corporation (or 





* The author presents a detailed discussion 
of the unitary character of the operation of 
corporations engaged in various types of 
business in an appendix to his doctoral dis- 
sertation upon which this article is based. 
See also William Watson, “Allocation of 
Business Income for State Income Tax 
Purposes,” 25 Minnesota Law Review, 867- 
879 (June, 1941). 
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corporations) which it controls and 
which in fact is operated as an integ- 
ral part of the parent corporation’s 
unitary business, the two corpora- 
tions should be treated for net-income- 
tax purposes as one unitary business.° 


Where a parent corporation in the 
merchandising business establishes 
one or more subsidiary corporations 
as operating units, the parent corpor- 
ation may control through stock 
ownership. Various centralized de- 
partments may determine the operating 
policies and/or keep the accounting 
records of the various subsidiaries. 
The goods purchased may be trans- 
ferred to subsidiaries at cost, or some 
other value such as cost plus a certain 
percentage of overhead. “Central 
profits” shown to the parent in such 
operations are not separate from the 
“selling profits” of the subsidiary. 
The business of the subsidiary is de- 
pendent upon rather than independent 
of the parent corporation.” The busi- 
ness of the parent and all its sub- 
sidiaries is owned and managed under 
one centralized integrated system. 


Where a parent corporation owns 
the controlling stock of numerous 
subsidiary corporations and they are 
all integrated in their operations of 
manufacturing and selling a certain 
product line (such as farm equip- 
ment), such an integrated system is 
a unitary business.® 


Integrated systems may also exist 
where certain centralized activities 


are incorporated as a subsidiary rather 
than merely set up as a central depart- 
ment. In the automobile industry, for 
example, subsidiary companies en- 
gaged in sales, finance, insurance and, 
even, supply may operate in integra- 
tion with manufacturing units. 


The system may not only include 
manufacturing and merchandising op- 
erations but also primary productions 
of raw materials such as crude petro- 
leum, coal, metal ores, timber and 
farm products when they are all in- 
tegrated both in operation and policy 
control. The system may also include 
a transport operating unit such as a 
pipeline. Similar treatment may be 
given to integrated systems that are 
engaged in communications, such as 
telegraph and telephone companies; ® 
transportation, such as railroads, air- 
lines, bus, truck and water transporta- 
tion, including tank car, refrigerator 
car and sleeping car companies (more 
than one type may be integrated to- 
gether under common control and 
management); and public utilities 
such as electric power and gas.’° The 
essential prerequisite is that the vari- 
ous parts of the system are operated 
and ultimately controlled as a single 
enterprise with each part dependent 
upon and contributing to the whole. 
Whether the operating unit could 
operate by itself if it were so operated 
is not the test. The test is how the 
operations relate to one another in 
actual operations." 





* This may also be the case of one corpo- 
ation operating within one state and another 
corporation operating within another state. 
There are also cases of the integrated cor- 
porations operating wholly within a given state. 

* Edison California Stores, Inc. v. McColgan, 
176 P. 2d 697 (Calif., 1947), aff’d on rehear- 
ing, 183 P. 2d 16 (1947). 

*See John Deere Plow Company of Moline 
v. Franchise Tax Board of California, 1 Calif. 
Tax Cases § 200-143, 238 P. 2d 569, cert. 
den., 343 U. S. 939 (May, 1952). 
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*See Appeal of American Telephone and 
Telegraph Company, Wisconsin Tax Com- 
mission Decision, December 30, 1938. 

*” See facts of Northern States Power Com- 
pany v. Tax Commission of Wisconsin, 237 
Wis. 433, 297 N. W. 578 (1941). 

“The corporation which is commonly 
owned and/or controlled by and related to 
the primary activity corporation may be en- 
gaged in such activities as (1) merchandis- 
ing in the same or related products (for 
illustrations, see facts of the following cases: 
Studebaker Corporation of America v. Gil- 
christ, 1-2 New YorK Tax Cases § 320, 244 
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In analyzing such integrated sys- 
tems involving affiliated and com- 
monly controlled units, there is the 
same necessity to distinguish those 
operations which are separate and not 
an integral part of the unitary busi- 
ness. The entire operation of manu- 
facture and sale of a product or 
product line may be completely sep- 
arate from those involving another 
product or product line.** There are 
also situations where the operating 
units may be operated separately even 
though they are in the same product 
or product line. Although there is 
common ownership, units are oper- 
ated quite independently and in iso- 
lation of each other. Foreign subidiaries 
may operate quite independently from 
their parent except for certain “nom- 
inal” overhead activities and services. 
Even domestic subsidiaries may oper- 
ate in isolation from their parent cor- 
poration or affiliates except for 
“nominal” or “insignificant” overhead 
activities and services. Any identity 
of directors, officers or personnel of 
the corporations would, however, 
indicate a possibility of integrated 
operations and control. 


The importance of considering in- 
tegrated operations as a single unitary 
business, regardless of the legal form 
of organization, is demonstrated by 
the fact that a very large percentage 





(Footnote 11 continued) 


N. Y. 14, 155 N. E. 68 (1926); Federal Motor 
Truck Company v. Lynch, 241 App. Div. 636, 
269 N. Y. S. 973, aff'd, 1-2 New York Tax 
Cases § 342, 191 N. E. 623 (1934); In re 
Morton Salt Company, 150 Kan. 650, 95 P. 
2d 335 (1939): Burroughs Adding Machine 
Company v. Tax Commission, 237 Wis. 423, 
297 N. W. 574 (1941); and, also, earlier 
Wisconsin cases of Cliffs Chemical Company 
v. Wisconsin Tax Commission, 193 Wis. 295, 
214 N. W. 447; Buick Motor Company v. 
City of Milwaukee, 48 F. 2d 801 (CA-7, 
1931); and Palmolive Company v. Conway, 
56 F. 2d 83 (CA-7, 1932)); (2) advertising 
(see facts of Hines Lumber Company v. Gal- 
loway, 175 Ore. 524, 154 P. 2d 539 (1944); 
Holly Sugar Corporation v. McColgan, 18 Cal. 


Unitary Business 


of corporations engaged in multistate 
operations are affiliated. (The amount 
is in the neighborhood of 40 per cent.) 
Affiliation involves about two thirds 
of the large Wisconsin taxpaying cor- 
porations engaged in multistate oper- 
ations. It also involves a large 
number of corporations which may 
have one or more subsidiaries operat- 
ing in a given state but which have 
several other affiliates operating in 
other states. 


Need for Uniform 
and Reasonable Determination 
of Unitary Business 


There is need for a uniform and 
reasonable determination of unitary 
business of all states involved in order 
to: 


(1) determine in manner consistent 
with the basis for jurisdiction to tax 
(this applies to both foreign and 
domestic corporations) ; 


(2) uniformly allocate multistate 
income by apportionment rather than 
separate accounting—this is based on 
the fundamental that separate ac- 
counting is an inappropriate method 
for allocating the income of a unitary 
business (see below) ; 


(3) uniformly determine nonappor- 
tionable income or loss and net appor- 
tionable income or loss; 





2d 218, 115 P. 2d 8 (1941); Curtis Companies 
v. Wisconsin Tax Commission, 214 Wis. 85, 
251 N. W. 497 (1933)); (3) financing; (4) 
insurance; (5) real estate; (6) servicing of 
product sold to customer; (7) supplying 
material or parts; (8) manufacturing (in- 
cluding farming); (9) transporting; (10) re- 
search; (11) construction and installation; 
and (12) forestry, mining and/or extracting. 

™ See Hines Lumber Company v. Galloway, 
cited at footnote 11, where the parent and 
two subsidiaries were treated by the Oregon 
Tax Commission as a unitary lumber busi- 
ness and a third subsidiary as a separate 
coal business. 

*A large taxpayer is one paying $20,000 
or more in total gross tax during fiscal 
1949-1950 in Wisconsin. 
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(4) prevent an arbitrary allocation 
of separate business income or loss 
on a unitary business basis or of an 
apportionable income or loss on a 
separate allocation basis; 


(5) treat changes in operations 
uniformly (a new acquisition may be 
unitary if it is integrated with other 
operations) ; 

(6) uniformly determine the num- 
ber and extent of unitary businesses 
engaged in by any single corporation ; 

(7) uniformly treat the operations 
of commonly owned and/or con- 
trolled legal entities engaged in one 
or more unitary businesses ; and 


(8) simplify and reduce the cost 
of compliance and administration. 


A uniform and reasonable deter- 
mination of the existence and extent 
of one or more unitary businesses 
conducted by a single corporation or 
by two or more legal entities which 
are commonly owned and/or con- 
trolled—along with uniform deter- 
mination of tax jurisdiction and the 
apportionment method, including non- 
apportionable income, net apportion- 
able income and _ apportionment 
formulae—will result in a much more 
convenient allocation system and, in 
consequence, a considerable reduction 
i compliance costs and 
administrative 


in taxpayer 
some reduction in 


costs. 





See Oklahoma Law Statutes, 1941 Title 
68, Sec. 878(f) and (g) (CCH OKLAHOMA 
TAx Reports § 92-957 and § 92-958); Okla- 


878-5 
q 11-512 


(CCH 
and 


878-4 and 
REPORTS 


Art. 
TAX 


homa Reg. 
OKLAHOMA 
q 11-514). 

* California Reg. 25101, CCH CALtrornIA 
Tax Reports § 7-405. 

*“Tt is generally recognized that cor- 
porations operating in the following three 
categories will not be adapted to separate 
accounting. (1) a company whose assets are 
distributed in several states but are united in 
a single function; (2) a taxpayer engaged in 
the activities of both manufacturing and 
selling products within and without this 
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Current Practice 
in Determining Unitary Business 


Most of the various states which 
have income taxes or taxes measured 
by income do not attempt to define 
unitary business. Some attempt to 
define it in regulations. Court cases 
may give some rule of general stand- 
ing. 

The Oklahoma law is insufficient 
since it provides for the determination 
of interdependency on an “as if” basis 
rather than upon actual operations."* 
A California regulation provides that 
“Basically if the operation of a busi- 
ness within the state is a dependent 
on or contributes to the operation of 
the business outside the state, the 
entire operation is unitary in char- 
acter and the income from California 
activities will normally be determined 
by the use of a formula. A typically 
unitary operation is one in which the 
taxpayer manufactures in one state 
and sells such products in other 
states.” *® Kentucky’s regulation is 
somewhat different.*° Wisconsin has 
no statutory or regulatory definition 
of unitary business. 


Looking at the current cases we 
find the Butler case" setting forth the 
main elements of a unitary business 
as (1) unity of ownership; (2) unity 
of operation such as central purchas- 
ing, central advertising and central 
accounting and management; and (3) 





state; and (3) a corporation engaged in the 
manufacturing of products within this state, 
which are sold partly through a selling or- 
ganization outside this state, and partly 
through a selling organization within this 
state.” (Kentucky Reg. NC255, CCH Ken- 
TUCKY TAX Reports § 12-426.) 

* Butler Brothers v. McColgan, 1 stc § 258, 
315 U. S. 501 (1942). This was followed in 
John Deere Plow Company v. Franchise Tax 
Board, cited at footnote 8. For a discussion 
of cases involving the determination of “in- 
tegral” or unitary business, see William 
Watson, article cited at footnote 5, at pp. 
862-866. 
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unity of use in a centralized executive 
force and general system of opera- 
tion. Unity of ownership was ex- 
tended to include two or more 
corporations owned or controlled di- 
rectly or indirectly by the same inter- 
ests.'** The John Deere opinion states 
that “unitary income is derived from 
the functioning of the business as a 
whole, to which the activities of the 
various states contribute; and that by 
reason of such interrelated activities in 
the integrated overall enterprise, the 
business done within the state is not 
truly separate and distinct from the bus- 
iness done without the state so as rea- 
sonably to permit of a segregation of 
income under the separate accounting 
method rather than use of the formula 
method in assigning to the taxing state 
its fair share of taxable values.” * 


Recommended Basis of Uniform 
and Reasonable Determination 

A definition of unitary business in- 
cluding an “as if” clause to omit those 


operations which are of substantial 
separateness and completeness such 
as might be maintained as an inde- 
pendent business and capable of pro- 
ducing a profit in and of themselves 
is inadequate. It is inadequate because 


the allocation of multistate income 
should be based upon the actual con- 
ditions of operations during the taxing 
period and not upon some possible 
alternative. 


Inadequate, also, is a definition of 
unitary business based upon the con- 

™See Edison California Stores, Inc. v. 
McColgan, cited at footnote 7. 

* See John Deere case, cited at footnote 8, 
at p. 574. The Celon Company v. Wisconsin 
Department of Taxation, 3 stc J 250-299, 269 
Wis. 372, 69 N. W. 2d 453 (1955), refers to 
“unitary” as defined in “Webster’s Interna- 
tional Dictionary (2d ed. latest unabridged)” 
and to the definition used in Maxwell v. Kent- 
Coffrey Manufacturing Company, cited at 
footnote 1. This is based on the erroneous 
“as if’ condition. Besides the Butler case, 
it does quote the Edison case, which states 


Unitary Business 


clusive presumption that the mere 
fact that any, or certain, overhead ex- 
penses must be apportioned in and 
of themselves makes the business 
unitary. 


Further, any definition and deter- 
mination of unitary business that is 
inconsistent with the basis of tax 
jurisdiction is inadequate. Likewise, 
any definition is inadequate that is 
confined to a single legal entity. 


Assuming that a uniform method 
of determining tax jurisdiction on the 
basis of “sources of income” *° 
adopted, it is recommended that uni- 
tary business be determined on the 
basis of the following general defini- 
tion: Unitary business shall mean any 
commonly owned and/or controlled 
business with at least one source of 
tax situs 


is 


income located or given 
within this state which is integrated 
with, dependent upon, contributory 
tc or benefited by a source or sources 
of income located or given tax situs 
outside the state. 

Assuming a uniform method of de- 
termining tax jurisdiction on the basis 
of “property sited and activities car- 
ried on,’ ™ it that 
unitary business be determined on the 
basis of the following general defini- 
tion: Unitary business shall mean any 
commonly owned and/or controlled 
business with any property (owned 
or leased) located or having a tax 
situs and/or with any activity per- 
formed within the state which is or 


is recommended 


“In the present case all of the elements of a 
unitary business are present—unity of own- 
ership, unity of operation by centralized 
purchasing, management, advertising and 
accounting, and unity of use on the cen- 
tralized executive force and general system 
of operation.” The Celon case doesn’t in- 
clude a general definition of unitary business 
of its own. 

* See John A. Wilkie, “A Basis for Tax- 
ing Corporate Net Income.” 36 Taxes 807 
(September, 1958). 

** See article cited at footnote 20. 





are integrated with, dependent upon, 
contributory to or benefited by any 
property (owned or leased) located 
or having a tax situs and/or any 
activity performed outside this state.** 


To assure uniform application of 
either of the above definitions among 
the various jurisdictions, regulations 
could enumerate those types of busi- 
ness activity which are ordinarily uni- 
tary such as multistate transportation 
by rail, bus, airplane, vessel, truck or 
pipeline and communications by tele- 
phone and telegraph. However, it is 
submitted that the determination of 
whether there is a unitary business, 
and the scope of such business cannot 
be readily defined by regulations and 
uniform application, may well depend 
upon mutual agreement between the 
states and the taxpayer. When such 
an agreement is impossible, the deter- 
mination may have to be made by a 
multistate allocation board.** 


Separate Accounting 


Because of space limitations no at- 
tempt is made here to analyze the 
question of whether separate account- 
ing should be used in allocating net 
taxable income of a unitary business. 
The conclusion that it is inappropriate 


has been substantiated elsewhere.** 





States should not allow separate ac- 
counting for unitary business alloca- 
tion. Separate accounting should be 
employed only when the business 
(sources of income) within the state 
is distinctly separate from business 
without the state and the income and 
expenses attributable thereto are readily 
determined, In conclusion, all states 
should provide in their statutes for 
the use of apportionment, rather than 
separate accounting, for allocating in- 
come of a unitary business.” 


‘‘Apportionment’’ Method 


In general there are two possible 
ways in which “apportionment” methods 
may be used by various jurisdictions. 
One is the apportionment method that 
is defined and determined independ- 
ently by each jurisdiction and which 
is apt to be nonuniform both in statute 
(and/or in regulation) and in applica- 
tion. The other is one which is defined 
and determined on an approximately 
uniform basis both in statute and 
application. The first might be called 
the “multiformula” method while the 
latter could be called the “uniform- 
formula” method. The advantages and 
disadvantages of these two methods 
will now be discussed and a recom- 
mendation made of which is to be 
preferred. 





“The property whether tangible or in- 
tangible would be that used for the purpose 


of obtaining an ultimate profit, and the 
activities would be those engaged in for the 
purpose of securing an ultimate profit. This 
would be similar to the meaning given to 
unitary business under the California law, 
regulations and court decisions. 

“If the tax were administered by the 
federal government as a supplement to the 
federal corporate income tax, the determina- 
tion of and the scope of unitary business 
could be made by the federal administrator 
and applied to all states involved. 

* See Altman and Keesling, Allocation of 
Income in State Taxation (Chicago, Com- 
merce Clearing House, Inc., 2d Ed., 1950), 
pp. 89-97, 

* The laws or regulations of the following 
states either specify the use of a formula 
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without making reference to the separate 
accounting or indicate that the former is 
preferable: Arizona, Arkansas, California, 
Connecticut, Maryland, Massachusetts, Mis- 
sissippi, New York, North Carolina, North 
Dakota, Pennsylvania, Tennessee, Utah and 
Vermont. 

Separate accounting may be employed “if 
practicable” or if it “clearly reflects the in- 
come” or if the nature of the business or 
records will permit in the following states: 
Alabama, Colorado, Georgia, Idaho, Kansas, 
Montana, South Carolina, South Dakota, 
Virginia and Wisconsin. 

In some of the states, although the formula 
method is permitted or even required in 
some instances, there appears to be a defi- 
nite preference for the separate accounting 
method irrespective of whether the business 
is separate or unitary in character. 
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The “multiformula” method is con- 
stitutional as long as the various 
formulas which are used reasonably 
reflect the taxpayer’s income derived 
from sources within a given jurisdic- 
tion.2® Even though nonuniform, a 
system of different apportionment 
formulae does have the advantage 
over separate accounting of not at- 
tributing any net taxable income to 
any jurisdiction unless the entire busi- 
ness of which the business within the 
jurisdiction is an integral part is oper- 
ated with a “net taxable income.” 
Likewise a “net taxable loss” will not 
be attributed to any jurisdiction un- 
less the entire business sustains a “net 
taxable loss.” 7” 

As to disadvantages, formula varia- 
tion results in the overlapping and/or 
incomplete taxation of the income of 
competing corporations.** The over- 


lapping and/or incomplete taxation 
may be due not only to differences 
in the various factors making up the 
ratio applied to “net apportionable 


income” but also to differences in the 
treatment of “nonapportionable income 
and expense” items. 


The multiformula apportionment of 
corporate income among the states 
may also result in the allocation of 
resources upon the basis of compara- 
tive income tax advantage rather than 
economic factors.*® 


In addition to the above unfavor- 
able effects, the multiformula appor- 
tionment method adds to compliance *° 
and administrative costs and creates 
uncertainty of interpretation and com- 
plexity in compliance and administra- 
tion. 

Together these factors have resulted 
in a widespread demand for uniformity 
by those corporations which conduct 
business in more than one state.** 


In contrast to the “multiformula”’ 
method or separate-accounting method 
of apportionment, a “uniform-formula”’ 
apportionment method, if uniformly 





* The formula method for allocating in- 
come has been repeatedly upheld by the 
courts. The leading cases are Underwood 
Typewriter Company v. Chamberlain, 1 stc 
q 255, 254 U. S. 113 (1920); Bass, Ratcliff 
and Gretton, Ltd. v. State Tax Commission, 
1-2 New York Tax Cases § 312, 266 U. S. 
271 (1924); and Butler Brothers v. McColgan, 
cited at footnote 17. 

* This assumes that all jurisdictions are 
defining “net taxable income” in the same 
manner. 

** This has been pointed out in R. S. Ford, 
Tax Allocating of Corporate Income for the 
Purpose of State Taxation (Special Report 
No. 6, New York State Tax Commission, 
State of New York, 1933). 

*The amount of state income taxes at 
relatively low rates is such a small per cent 
of total sales and since they are only pay- 
able when there is a “net taxable income” 
they are not a major factor to be considered 
in locating plants or warehouse. This is 
particularly true when such taxes are fully 
deductible under the federal income tax 
law, which has much higher rates. If the 
federal marginal rate is 50 per cent the net 
burden of the state tax is only one half of 
the state rate. No attempt has been made 
in this study to determine to what extent 


Unitary. Business 


in actual practice tax considerations have 
influenced locations of business facilities 
and operations. Even if they actually amount 
to a small item if treated in an economically 
rational manner, their significance may be 
thought to be of considerable importance 
on the part of the businessman doing the 
decision making. 

*® See Albert H. Cohen, Apportionment and 
Allocation Formulae and Factors Used by 
States in Levying Taxes Based on or Meas- 
sured by Net Income of Manufacturing, Dis- 
tributive and Extractive Corporations (New 
York, Controllership Foundation, Inc., April, 
1954), p. 44. 

*TIn 1939 William B. Wood reported in 
his survey of multistate corporations that 
“generally speaking businesses are more con- 
cerned with the question of uniformity than 
the question of the factors included in the 
formula.” (1939 National Tax Association 
Proceedings, pp. 198-199.) Albert H. Cohen 
in a more recent survey of 1952 found a 
preference on the part of numerous corpo- 
rate executives for a uniform, reasonably 
consistent, equitable, comprehensible method 
of apportionment rather than particular 
formulas and definitions. (Work cited at 
footnote 30, at p. 32.) 
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administered throughout the jurisdic- 
tions involved, would eliminate over- 
taxation and undertaxation of the net 
income of competing corporations, 
would have a more neutral and ascer- 
tainable effect upon the location of 
various operations, would be less costly 
to the taxpayer and the tax adminis- 
trator and would be more workable 
because of greater standardization and 
greater certainty of interpretation in 
its application. This assumes that the 
uniform formulae are not unduly com- 
plicated since complex formulae for 
various types of business, even though 
somewhat more equitable if diligently 
applied, may involve such additional 
expense in reporting and auditing that 
the cost of paying and collecting the 
tax may be all out of proportion to 
the amount of the tax itself. The 
method should be feasible for the 
majority of firms within a given group 
to apply. 

In addition to the above, the uni- 
form-formula method of apportionment 
would enable research studies to be 
ccncentrated upon various groups of 
multistate firms, and upon the deter- 
mination of various apportionment 
factors with a conservation of research 
facilities and personnel as well as greater 
specialization of research studies. This 
would make possible improvements in 
uniform apportionment methods as 
well as greater uniformity in adopting 
and applying any improvements on a 
nation-wide basis. 


It may be objected that a given 
uniform formula may not produce a 
meticulously precise and accurate de- 
termination of the income earned in 


any state, Nevertheless, it is consti- 
tutionally acceptable as long as it is 
reasonable and not clearly arbitrary. 
Provision can be made for a uniform 
and reasonable adjustment of cases 
of clear inequity. Some other more 
appropriate factor or factors may be 
employed or one or more of the fac- 
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tors eliminated. The alternatives of 
separate-accounting or multiformula 
apportionment would not, it is sub- 
mitted, assure a more accurate deter- 
mination ‘n most cases of unitary- 
business operation. 


Differences in tax rates between 
states may encourage the taxpayer 
to request modifications or separate 
accounting in order to reduce the “net 
taxable income” that may be appor- 
tioned to high-tax-rate states. While 
this may occur, proper cooperative 
administration among states and ad- 
judication, if necessary, in a multistate 
board or court by the states should 
greatly minimize it. This problem 
would also occur under the alterna- 
tives of separate-accounting and non- 
uniform apportionment methods, and 
more acutely so, because of the lack 
of uniformity and state cooperation. 


Finally, there may be objection to 
the adoption of a uniform and reason- 
able apportionment method because 
it would result in a substantial loss 
of revenue to the state involved or at 
least a shift of tax burden from multi- 
state firms to local firms. It is sub- 
mitted that ihe amount of such revenue 
loss to any one state would not be 
of such magnitude that it could not 
be met by relatively minor adjust- 
ments in the state tax system. If 
necessary, the uniform apportionment 
method could be adopted through 
some form of compulsion either through 
federal action under its taxing power 
or under the “commerce clause” of 
the constitution or through an inter- 
state compact adopted by the states 
involved and approved by Congress. 


In conclusion it is submitted that 
the uniform and reasonable apportion- 
ment method of allocating the multi- 
state income of unitary business is 
preferable on both theoretical and 
practical bases to either the separate 
accounting or the multiformula appor- 


tionment method. [The End] 
TAXES —The Tax Magazine 





STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


EW YORK CITY has been granted authority by the state legis- 
lature to increase tax revenues. Facing an estimated $141 million 
deficit for fiscal 1959-1960, New York Mayor Robert F. Wagner 
sought and has won approval of a wide variety of taxes to bolster 
Sagging city revenues. Approval was given by the governor on 
April 13 to two bills authorizing the following: gross business tax, 
up to .4 per cent from .25 per cent, with no tax on the first $10,000 
of gross receipts, gross financial business tax, up from 1 per cent to 
1.5 per cent, with the first $5,000 exempt, and investment companies, 
up to .6 per cent from .4 per cent, with a $5,000 exemption (commis- 
sion merchants would be allowed a spread of from 3 per cent to 7 per 
cent instead of from 3 per cent to 5 per cent and would pay tax at 
.15 per cent instead of .1 per cent, with a $10,000 exemption) ; a new 
ten-cent-per-trip charge on taxicab rides; new license taxes on coin- 
operated machines; a doubled utility tax except as to railroads and 
busses; a 5 per cent rate on bars and restaurants; and a cigarette 
tax of two cents per pack, and new taxes on cigars and smoking 
tobacco. The cigar tax will be one cent on each cigar sold for seven 
cents to 15 cents, two cents on cigars retailing for 16 cents to 29 cents, 
and three cents on each cigar sold for 30 cents or more. The proposed 
smoking-tobacco tax is limited to one cent on every 20 cents of sales 
price. (S. B. 3708, approved April 13, 1959 and effective July 1, 1959; 
Senate Bill 3764, approved April 13, 1959, moves the effective date 
of the tax on cigarette, cigars and smoking tobacco up to May | and 
the tax on restaurant and bar receipts up to June 1.) 
New York City has also been authorized by the legislature to 
levy a real estate transfer tax of .5 per cent of consideration paid and, 


further, to permit the city to exempt up to $25,000. (S. B. 3707, ap- 
proved April 13, 1959). 
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Atlantic States 


Income taxes.—Connecticut’s attor- 
ney general ruled on April 8 that 
Connecticut employers cannot with- 
hold New York taxes from employees 
who are residents of that state, This 
also applies to Connecticut employers 
who have offices in New York; if any 
office is in Connecticut, withholding 
for another jurisdiction is not permitted. 


Inheritance taxes.—New York S. B. 
1734 was approved on March 23, raising 
the inheritance tax rates as follows: 
2 per cent on the net estate not in 
excess of $50,000; 3 per cent of the 
amount by which the net estate ex- 
ceeds $50,006 and does not exceed 
$150,000; 4 per cent of the amount by 
which the net estate exceeds $150,000 
and does not exceed $300,000; 5 per 
cent of the amount by which the net 
estate exceeds $300,000 and does not 
exceed $500,000. An increase of 1 per 
cent applies to higher present brackets 
to a maximum of 21 per cent on the 
excess over $10,100,000. If the tax 
is not paid within six months from 
the date of death of the decedent, 
interest will be charged at the rate 
of 6 per cent a year from the date of 
decedent’s death. 


Sales and gross receipts taxes.— 
Maryland has reduced rebates for sales 
tax collection expenses from 3 per cent 
to 2 per cent. This shall first take 
effect as to taxes which are collected 
by the vendor during the calendar 
month of March, 1959, and which are 
due and payable by him in April, 
1959. The controlling dates were for- 
merly April and May, respectively. 


Use taxes.—Pennsylvania has in- 
creased its sales and use taxes one- 
half cent (H. B. 665, effective April 
15, 1959). 


Lake States 


Insurance company taxes.—Minne- 
sota has expanded the retaliatory tax 
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provisions applicable to insurance com- 
panies (Chapter 156, effective April 
4, 1959). The commissioner under 
this provision may suspend or cancel 
the certificate of authority of every 
insurance company organized under 
the laws of any state or country refus- 
ing permission to a Minnesota insur- 
ance company to transact business 
after compliance with all reasonable 
laws and rulings of the refusing state 
or country, to the extent that the 
foreign company insures in Minnesota 
against any of the risks or hazards 
which the domestic company seeks to 
insure against in the foreign state or 
country. 


Property taxes.—/ndiana tangible 
property, both real and personal, shall 
be assessed at 33% per cent of its true 
cash value (S. B. 205, effective March 
9, 1959, but assessment at this rate 


will not be required until January 1, 
1962). 


Indiana ieal estate and improve- 
ments will be reassessed in 1961 and 
every eight years thereafter. The 
state board of tax commissioners will 
adopt uniform standards of assessment 
and will hold courses of instruction 
for local assessment officials. (Chapter 
316, effective March 13, 1959.) 


Midwestern States 


Excise taxes.—North Dakota has 
created a state wheat commission and 
imposed a tax of two mills per bushel 
of wheat by weight on all wheat 
grown in the state and sold through 
commercial channels by a producer 
to a first purchaser (S. B. 166, ap- 
proved March 17, 1959). 


Income taxes.—Kansas, under S. B. 
299, approved March 24, 1959, will 
permit an individual whose gross in- 
come is less than $5,000 to elect to 
file a short-form income tax return. 
Senate Bill 338, approved March 24, 
1959, and effective upon publication 
in the official state paper, will allow 
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a $600 dependency exemption for stu- 
dents. “Students” are defined as in- 
dividuals who during each of five 
calendar months during the year are 
engaged as full-time students in an 
educational institution or are pursu- 
ing a full-time course in institutional 
on-farm training under the supervision 
of an accredited agent of an educa- 
tional institution of the state. Senate 
Bill 28 was approved by the governor 
on March 17, 1959, and provides an 
additional 20 per cent first-year de- 
preciation allowance for small busi- 
nesses. If, in any one taxable year, 
the cost of property exceeds $10,000, 
the additional allowance shall apply 
with respect to those items selected 
by the taxpayer, but only to extent 
of an aggregate cost of $10,000. Ifa 
husband and wife file a joint return, 
the limitation shall be $20,000. The 
election shall be made within the time 
prescribed by law for filing the return 
for the taxable year. The term “prop- 
erty” shall mean tangible personal 
property of a character subject to the 
allowance for depreciation, acquired 
by purchase after December 31, 1957, 
for use in a trade or business or for 
holding for production of income and 
with a useful life of six years or more. 
The provision will be applicable to 
taxable years commencing after De- 
cember 31, 1957. 


Insurance company taxes.— ebras- 
ka’s L. B. 113 states that retaliatory 
action by the director of insurance 
against any state or foreign country 
insurer transacting business within 
Nebraska will not apply to personal 


income taxes, ad valorem taxes on 
real or personal property, and special 
purpose obligations or assessments im- 
posed by another state in connection 
with particular kinds of insurance. 
However, deductions from premium 
taxes or other taxes otherwise pay- 
able, allowed on account of real estate 
or personal property taxes paid, will 
be taken into consideration by the 
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director in determining the propriety 
and extent of retaliatory actions. (Ap- 
proved February 25, 1959, and effec- 
tive 90 days after adjournment.) 


Property taxes.—In Kansas, Section 
79-307, which required that the per- 
sonal property tax form list specific 
items such as horses, cattle, mules, 
sheep, hogs, goats, wagons, pleasure 
carriages, gold watches, pianofortes, 
etc., has been repealed (S. B. 243, 
approved March 24, 1959, and effec- 
tive upon publication). Also, a tax 
upon money, notes and other evi- 
dences of debt was levied at the rates 
provided by law for the fiscal year 
ending June 30, 1959 (H. B. 473, 
approved March 16, 1959). 


South Dakota has increased the tax 
exemption for money and credits. The 
first $15,000 instead of the first $5,000 
is now exempt from the four-mill 
state tax. (S. B. 212, approved March 
16, 1959.) 


Sales and gross receipts taxes.— 
The Kansas legislature has disapproved 
and rejected regulation 92-6-34 of the 
sales tax regulations, which imposes 
the tax upon items which are com- 
ponents of newspapers, reasoning that 
they are in reality component parts 
of a manufactured product (H. C. R. 
26, adopted March 21, 1959). 


Severance taxes.—Kansas has re- 
pealed the oii and gas severance tax 
previously declared unconstitutional 
by the Kansas Supreme Court (H. B. 
493, approved March 22, 1959 and 
effective upon publication). 


Pacific States 

Excise taxes.—Washington business 
and occupational taxes will be due 
and payable in monthly rather than 
bimonthly installments. Changes have 
have also been made in the exemption 
provisions of the tax. (Chapter 197, 
approved March 19, 1959.) 
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Income taxes.— Arizona withholding 
from wages and salaries will be on a 
straight percentage basis. Employers 
will no longer have an option to with- 
hold according to tables provided by 
the tax commission, but must with- 
hold an amount equal to one half of 
one per cent of the total value of 
wages at the time of payment to the 
employee. (S. B. 279, effective June 
20. 1959.) 


Idaho has rewritten its income tax 
law and new, higher rates will apply 
for the taxable year 1959. Individuals 
will be taxed as follows: from 3 per 
cent on the first $1,000 of taxable in- 
come graduated to 8.5 per cent on the 
fifth $1,000. Income in excess of $5,000 
is taxable at 9.5 per cent. In the case 
of joint returns, the tax is twice the 
tax which would be imposed on one 
half of the aggregate taxable income. 
Corporations will be taxed at the rate 
of 9.5 per cent on all taxable income 
derived from sources within Idaho. 
This law worded as to take 
advantage of the recent Supreme Court 
decision in the Northwestern States 
Portland Cement and Stockham cases. 
Taxable income shall be the same 
as defined in the federal law as of 
December 31, 1958, with specified 
adjustments. After July 1, 1959, the 
new law requires the withholding of 
tax from wages and salaries subject 
to federal tax withholding provisions 
at the rate of 15 per cent of the 
amount withheld for federal taxes. 
Tax is withheld from wages paid to 
farmers’ employees at the rate of 1 
per cent of such payments. Informa- 
tion returns are required of persons 
making payments of interests, rent, 
salaries and wages to other persons 
when such payments are not subject 
to the withholding provisions, Cal- 
endar returns are due on April 15 
following the close of the calendar 
year. Fiscal returns are due on the 
fifteenth day of the fourth month 
following the close of the fiscal year. 
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(H. B. 349, approved March 20, 1959.) 
Effective for returns filed for taxable 
years after 1958, individuals (hus- 
band and wife filing a joint return to 
be regarded as a single person) will be 
taxed $10 if they have earned at least 
$600 for the current taxable year and 
are required to file an income tax 
return. (H. B. 332, approved March 
20, 1959.) Also, of the amount re- 
ceived as dividends by a corporation, 
85 per cent is deductible where more 
than 50 per cent of the gross income 
of the corporation declaring the divi- 
dends for the taxable year preceding 
the declaration was subject to Idaho 
income tax. The individual deduction 
for such dividends is repealed and the 
law is applicable to income received 
or accrued on and after January 1, 
1957. (H. B. 307, became law without 


approval, March 17, 1959.) 


Oregon, for tax years beginning 
after 1958, will allow a deduction from 
gross income for sums paid for ex- 
penses incurred for travel, food and 
lodging if both the following condi- 
tions are met: The taxpayer maintains 
throughout the year a regular place 
of abode for one or more persons as 
tc whom he is entitled to an exemp- 
tion or credit and he is engaged as 
an employee in an occupation as to 
which there is no permanent job situs 
but which requires him to travel to 
jobs beyond practicable commuting 
distances from his home. The allow- 
ance is limited to one round trip 
between home and the job situs for 
each uninterrupted period of employ- 
ment at each job situs for each year. 
(S. B. 4, approved April 4, 1959.) Net 
losses occurring after 1956 and with 
respect to personal and corporate in- 
come tax and corporation excise tax 
will be allowed as a deduction in any 
of the five succeeding tax years (S. B. 
46, approved March 13, 1959). 


Insurance company taxes.— Arizona 
has imposed an additional .5 per cent 
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tax on all net premiums received by 
insurance companies for insuring motor 
vehicles, effective July 1, 1959 (S. B. 
48, approved April 2, 1959). 


California now requires insurance 
companies to file a tax return at the 
time they submit their annual state- 
ment, together with a remittance for 
the amount of tax shown due (A. B. 
1170, approved April 1, 1959). 


Property taxes.—Nevada has levied 
an ad valorem tax of 28 cents on each 
$100 of taxable property in the state, 
including net proceeds of mines and 
mining claims, for the fiscal year be- 
ginning July 1, 1959, and ending June 
30, 1960 (A. B. 503, approved April 
6, 1959). 

Sales and gross receipts taxes.— 
Arizona, by an educational levy, has 
in effect increased its gross income 
(sales) and use taxes on business by 
50 per cent, effective July 1, 1959 
(H. B. 68, approved as Chapter 89). 


Washington has increased the sales 
and usé tax to 4 per cent for the 
period April 1, 1959, to July 1, 1961 
(H. B. 1, approved April 1, 1959). 


Severance taxes.—Arizona has pro- 
vided for the separate assessment and 
taxation of producing oil and gas wells, 
establishing the method for valuing 
and assessing them, and requires pro- 
ducers to file an annual return (S. B. 
33, approved March 17, 1959). 


Southern States 


Excise taxes.—W est Virginia has in- 
creased the rates of business and oc- 
cupational taxes, effective July 1, 1959. 
Natural-resource products will be taxed 
as follows: coal, 1.35 per cent; lime- 
stone or sandstone, 2 per cent; oil, 
3.95 per cent; natural gas, 7.85 per 
cent; blast furnace slag, 3.95 per cent; 
sand and gravel, 3.95 per cent; timber, 
2 per cent; other natural-resource 
products, 2.6 per cent. Manufacturing 
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or compounding will be taxed at .4 per 
cent; the business of selling tangible 
personal property at wholesale will 
be taxed at .25 per cent; contracting 
will be taxed at 2.6 per cent; amuse- 
ment operations will be taxed at .65 
per cent; and service businesses not 
otherwise taxed will be taxed at 1.05 
per cent. (S. B. 157, approved March 
20, 1959.) 


Gasoline taxes.—The West Virginia 
gasoline tax has been raised to seven 
cents per gallon (S. B. 216, approved 
March 12, 1959). 


Tennessee has moved 
income derived in 


Income taxes. 
to tax interstate 


the state in accordance with the United 
States Supreme Court decision in the 
Northwestern States Portland Cement 
and Stockhaim cases. This tax is levied 


in an amount equal to the franchise 
and excise taxes, and applies only to 
corporations which have not paid or 
are not exempt from these taxes and 
is on the privilege of receiving net 
earnings in Tennessee. The tax is 
payable annually on July 1. (Chapter 
252, effective March 21, 1959.) 


Insurance company taxes.—Arkan- 
sas has revised its foreign insurance 
laws, effective January 1, 1960. Each 
insurer is to pay a tax on net pre- 
miums at the following rates: life and 
disability insurance, 2.5 per cent; wet 
marine and foreign trade insurance, 
75 per cent of such gross underwrit- 
ing profit; surplus line brokers, 4 per 
cent on direct premiums less return 
premiums; all other kinds of insur- 
ance, 2 per cent. (S. B. 4, approved 
March 3, 1959.) 


Property taxes. Tennessee no 
longer requires an annual return listing 
the various kinds of personal property 
owned by the taxpayer. In the ab- 
sence of such a return, it will be 
assumed that the value of such property 
not exceed $1,000. Partner- 
ships and corporations whose assess- 
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ment on personal property is not 
otherwise provided for or exempted, 
other business associations not issuing 
stock, and individuals operating for 
profit as a business or profession and 
not otherwise assessed must furnish 
a listing of personal property to the 
assessor not later than April 20. 
(Chapter 279, effective July 1, 1959.) 


Sales and gross receipts taxes.— 
Tennessee has decreased the tax on 
theaters, motion picture shows and 
vaudeville shows from 2 per cent to 
1 per cent of the gross receipts. Cities 
and towns no longer have the author- 
ity to levy such taxes. (Chapter 128, 
effective July 1, 1959.) 


Western States 


Excise taxes——-New Mexico has 
changed the method of paying excise 
tax on alcoholic beverages from that 
of affixing excise stamps to that of 
filing of returns (S. B. 319, approved 
and effective April 2, 1959). 


Franchise taxes.—New Me.ico has 
levied an annual minimum corporate 
franchise tax of $10, the amount to 
be credited against the total amount 
of annual corporate franchise tax as- 
sessed each year against the corpora- 
tion for the same year (S. B. 46, 
approved April 1, 1959, effective Jan- 
uary 1, 1960). 


Income taxes.—New Mexico has ex- 
tended the tax levied for the use of 
the state common school fund to in- 
come derived by nonresidents from 
employment within the state (S. B. 
375, approved and effective March 30, 
1959). 

Utah, acting to take advantage of 
the Supreme Court decision in the 
Northwestern States Portland Cement 
and Stockham cases, has imposed a net 
income tax at the same rate as that of 
the state franchise tax on corpora- 
tions deriving income from sources 
within the state, whether or not in 
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interstate commerce (H. B. 57, ap- 
proved March 16, 1959). 


Licenses and fees.—M ontana has re- 
duced the corporation tax license fee 
from 5 per cent to 4.5 per cent on or 
after December 31, 1960. Domestic 
corporations are made subject to tax 
on income from sources outside Mon- 
tana. (Chapter 264.) Federal income 
taxes are no longer allowed as a de- 
duction under the corporation license 
tax. Also, no deduction will be al- 
lowed for salaries paid if the recipient 
of such salaries has not paid the Mon- 
tana income tax. (Chapter 263.) 


Oil and gas taxes.—Colorado has 
changed the tax on oil and gas pro- 
duction for the fiscal year beginning 
July 1, 1959, and ending June 30, 1960, 
to .85 mill. After that period the rate 
will be raised to one mill on the dollar. 
Payment made under these provisions 
will not be allowed as a tax credit 
against the income tax on oil and gas 
producers. (H. B. 223, approved 
April 6, 1959.) 


Utah has increased the oil and gaso- 
line occupation tax from 1 per cent 
of the value at the well to 2 per cent. 
The tax increase is payable for opera- 
tions in 1960, and is based on 1959 
operations. (S. B. 89, approved March 
16, 1959.) 


Property taxes.—Montana has set 
property tax levies for 1959-1960 at 
the same rates for 1957-1958 
(Chapter 222, approved and effective 
March 11, 1959). 


as 


Sales and gross receipts taxes.- 
New Mexico has exempted from sales 
tax sales to the United States Govern- 
ment of tangible personal property other 
than metalliferous mineral ores (Chap- 
ter 78, approved and effective March 
18, 1959). 


Utah has extended the sales tax to 
apply to (1) amounts paid for services 
for repairs or renovation of property 
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or for installation of property, (2) 
amounts paid or charged for tourist- 
home, hotel, motel or tourist-court 
accommodations for less than 30 days’ 


occupancy and (3) amounts paid or 
charged for laundry or dry cleaning 
services (S. B. 175, approved March 
16, 1959). 


| TAX-WISE NEWS—cContinued from page 378 


CASUALTY LOSS should be 

sudden, and taxpayers have had a 
lot of trouble with the Commissioner 
over losses occasioned by termite 
damage. He says he will follow Buist, 
58-2 ustc § 9806. This decision held 
that there was a casualty loss where 
there was a heavy infestation of ter- 
mites within a year after an inspec- 
tion revealed that the house was free 
of termites. This sometimes happens 
to summer cottages.—Technical In- 
formation Release No. 142. 


Moral Responsibility 
in Tax Practice 

The moral responsibility of the tax 
man is discussed in the April, 1959 
issue of The Journal of Accounting 
from the viewpoints of Charles R. 
Lees, a CPA; Norris Darrell, an attor- 
ney; and Clifford W. Stowe, a former 
assistant commissioner of the Internal 
Revenue Service who is now in private 
law practice. The moral questions 
presented by the three authors are 
undoubtedly ones common to all tax 
men. These include the responsibility 
of the tax man to the client, to him- 
self, to the people who comprise the 
United States, to the IRS and to tax 
law in general. As is the case in most 
matters of morality, certain broad 
principles are applied to a specific 
situation. Each of the authors con- 
siders the nature of his profession 
against the circumstances involved in 
being a tax man, and arrives at a 
statement of what he 
moral behavior. 


considers a 


In preparing tax returns for a client, 
a CPA has to decide what informa- 
tion should be given to the agent, 
what supplemental information should 
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be submitted and how much respoa- 
sibility he owes to the client. He must 
also protect himself and his firm. 


Mr. Lees points out that the CPA 
has a dual role in dealing with the 
IRS since he not only represents his 
client but has been admitted to prac- 
tice before the Treasury Department. 
He believes that this requires a frank 
discussion with the client to ascertain 
the true facts, the presentation to the 
IRS of at least the very minimum 
information asked for and the exposi- 
tion of any facts pertinent to an issue 
being considered. As to the matter 
of how much information should be 
submitted in tax returns, he makes 
certain general statements: (1) Facts 
which are material to the determina- 
tion of taxable income should not be 
intentionally concealed. (2) In cer- 
tain situations, the position being 
taken by the taxpayer should be dis- 
closed on the tax return. (3) Items 
of income and expense known to be 
controversial should not be disguised 
intentionally under noncontroversial 
headings to mislead the IRS in case 
the return is subjected to examination. 
(4) Specific questions should not be 
left blank merely because supplying 
the information might lead to further 
investigation. (5) It would not seem 
necessary to make a note when there 
is some question under income tax 
laws whether the item is deductible or 
not unless required by a regulation 
or instruction. (6) It is not proper 
to claim a deduction clearly not de- 
ductible even though disclosure is 
made on the return. Mr. Lees believes 
that the CPA should clear up any 
doubts about the truthfulness of his 
client’s statements before preparing 
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the return, remembering that his sig- 
nature means that the return was “to 
the best of his knowledge and belief” 
a true and correct one. 


The basic principle guiding the at- 
torney as a tax man, according to 
Mr. Darrell, is stated in Canon 15 of 
the American Bar Association Canons 
of Professional Ethics. This provides 
that the attorney owes entire devo- 
tion to the interests of the client 
to the end that nothing may be taken 
or withheld from him, except by the 
rules of law legally applied. The fact 
that the opposing party in a tax mat- 
ter is the government does not permit 
a slackening of this basic principle, 
according to Mr. Darrell. This posi- 
tion is restricted, however, since no 
client should receive, and no lawyer 
render, service or advice involving 
disloyalty to the law or deception or 
betrayal of the public. The author 
points out the traditional difference 
between the impartiality of the ac- 
countant and the advocacy of the at- 
torney 


Most persons easily recognize the 
moral problems which fall within the 
black and white areas, but experience 
difficulties when the solutions lie be- 
tween various shades of gray. In line 
with this, Mr. Darrell points out the 
necessity of distinguishing between a 
wise assembling of the facts to avoid 
unnecessary disputes as to the proper 
tax consequences and improper crea- 
tion of “evidence” and distortion of 
“facts” to gain the tax results desired. 


The attorney as a tax man should 
seek to guide the client away from 
questionable transactions and the many 
tax pitfalls in seemingly valid trans- 
actions. He should also aid the client 
in arranging his affairs so as to keep 
taxes down, realizing at the same time 
that tax is only one of the many con- 
siderations which must be taken into 
account. Mr. Darrell concludes by 
emphasizing that the attorney must 
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work for his client, but must also 
remain free to use his knowledge and 
experience to make the tax laws, in 
his estimation, more fair, equitable 
and workable. 


In dealing with the question as a 
former agent of the IRS, Mr. Stowe 
quotes an opinion of Judge Learned 
Hand: “Over and over again courts 
have said that there is nothing sinister 
in so arranging one’s affairs as to 
keep taxes as low as possible. Every- 
body does so, rich and poor; and all 
do right, for nobody owes any public 
duty to pay more than the law de- 
mands; taxes are enforced exactions, 
not voluntary contributions. To de- 
mand more in the name of morals is 
mere cant.” 


Mr. Stowe points out that the tax- 
payer has a responsibility for honesty, 
truthfulness and obedience. He re- 
minds the tax man of the obvious 
importance of maintaining respect and 
confidence on the part of the IRS per- 
sonnel. The accuracy of oral and 
written representations is the key to 
this relationship of respect and con- 
fidence. Mr. Stowe recognizes that the 
prime responsibility of the tax man is 
to his client, but he is also morally 
bound to refrain from complicity in 
misrepresentation, fraud or any act 
which would violate his 
science. 


own con- 


How to Do Business 
in Puerto Rico 


“The United States government 
should consider granting tax exemp- 
tion to American companies which 
set up an operation in foreign coun- 
tries. What the Government could 
save in foreign aid grants would more 
than make up for the taxes lost,” ac- 
cording to Teodoro Moscoso, adminis- 
trator of the Economic Development 
Administration of the Commonwealth 
of Puerto Rico. 
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Mr. Moscoso, in writing on Puerto 
Rico’s future in a monthly report 
issued by the National Planning As- 
sociation, describes Puerto Rico’s 
Operation Bootstrap—its industrial 
development program which since 
1947 has brought 500 new factories to 
Puerto Rico, has doubled the per capita 
income to $443 and has increased the 
capital investment from less than $100 
million to $250 million a year. 


Mr. Moscoso writes: 


“We are aiming for 2,500 factories, 
and employment of almost 300,000 
factory workers by 1975. Our total 
employment then will be 800,000 com- 
pared with 550,000 today. This will 
mean much more than merely more 
people at work. It will mean more 
people working at better, more chal- 
lenging, highly skilled jobs and gain- 
ing a steadily higher income. The 
trend is already well underway. In 
1950, our labor income was $389 million. 
Today, it is $670 million. In 1975, we 
hope for a per capita income of $1,500 
and a standard of living equal to that 
of the United States today. 


“We expect capital investment to 
reach $800 million with practically all 
of the increase deriving from capital 
invested in productive plant and equip- 
ment. The rise in amount of invest- 
ment per worker (another reliable 
yardstick of economic progress) has 
been very significant so far. Between 
1953 and 1957, investment per worker 
in factories established under the 
auspices of the government industrial- 
ization program rose from $4,600 to 
$8,300, indicating a trend toward the 
growth of more productive and stable 
manufacturing enterprises. 


“Industrial growth will continue to 
give stimulus to our tourism industry 
and to agricultural development. In 
1940, we had some 700 available hotel 
rooms for tourists. Today the number 
is 2,300. By our selected date, we will 
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have 10,000 rooms—that is, if all goes 
according to schedule. 


“Even the best-laid plans, of course, 
can go astray. For example, the Com- 
monwealth opened its beautiful new 
International Airport in 1955 with the 
expectation that passenger traffic would 
reach the one million mark by about 
1970. The volume foreseen for 1970 
is already here. Plans for expansion 
therefore are simply being put into 
effect sooner than scheduled. We now 
expect about two million passengers 
yearly by 1970, double the original 
estimate. 


“Agricultural production, on the 
other hand, has not developed as 
rapidly as manufacturing and tourism. 
But with agriculture we weren’t start- 
ing from scratch. Sugar cane cultiva- 
tion was highly developed and coffee 
was a traditional crop when Bootstrap 
was begun. However, modernization, 
mechanization, and diversification is 
going forward. New supermarkets 
are creating outlets for local produc- 
tion of vegetables, fruits, meat, poultry 
and dairy products. Growing tax rev- 
enues are providing money for vigorous 
experiments and improvement pro- 
grams. Last year, income from agri- 
culture was $205 million. We expect 
$254 million in 1975. 


“At the beginning of the develop- 
ment effort, approximately 25 percent 
of our government budget was chan- 
neled into education. Today, when 
our budget has grown and a percent- 
age means far more money, our outlay 
for education is 29 percent. Sufficient 
educational facilities for all children 
of elementary age are now approach- 
ing reality. There are also active 
adult education programs. Our literacy 
rate has soared to 80 percent and we 
are shooting for close to 100 percent 
in 1975. A unique scholarship pro- 
gram guarantees promising students 
an education from elementary school 
through graduate level. Approximately 
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65 percent of the students now en- 
rolled in the University of Puerto 
Rico School of Medicine are on gov- 
ernment scholarships. 


“Advances in health have been rapid. 
The average life span in 1940 was 46 
years, last year, 68, and in 1975 it is 
expected to rise to 72. Our death rate 
is lower than that of the United States 
and our birth rate is showing a steady 
decline. 


“As our hopes for the future indi- 
cate, we still have a long way to go. 
But we have shown through Opera- 
tion Bootstrap that it is possible to 
produce something in Puerto Rico 
besides sugar, rum, and needlework. 


“What we have accomplished up to 
now hasn’t been particularly easy. 
We, like everyone else, have learned 
by our mistakes. For example we 
discovered early through government 
operation of factories that our govern- 
ment capital and know-how was much 
too thin ever to meet the problems of 
industrialization. Out of this dilemma 
came two major decisions that were 
to mean a great deal in our future 
accomplishments: (1) to use govern- 
ments funds not as the principal in- 
gredient but as a catalyst, (2) to use 
tax incentives to attract private capital 
and the know-how that goes with it. 


“We made it clear from the outset 
that we would accept no ‘runaway’ 
plants which would close shop on the 
mainland just to take advantage of 
the opportunities in Puerto Rico. We 
have abided faithfully by that principle. 


“We have also learned that indus- 
trial development, like the develop- 
ment of agriculture or tourism, is a 
business. In many respects, it is simi- 
lar to the operations of an investment 
company—undertaking basic feasibility 
studies for prospective investors (the 
factory owners), doing product and 
locational research, and publicizing 
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and promoting sound opportunities 
for investment. But, primarily, an 
industrial development organization 
is a public business. The people are 
our shareholders and deserve the big- 
gest return possible on our investment 
of public funds. We have been quite 
successful in minimizing our demands 
on the public monies. Today, more 
than 85 percent of the investment is 
private capital and the total is far 
greater than the government could 
have afforded. Investment experience 
in our tourism program has been simi- 
lar. The Caribe Hilton Hotel, our first 
new hotel, was 100 percent govern- 
ment financed, But... the El San 
Juan Intercontinental was for the most 
part privately financed and the govern- 
ment has only a token investment in it. 


“Even though the corporate earn- 
ings and the property of the new 
plants and hotels are exempt from 
taxes, the Commonwealth Treasury 
has collected enough added revenue 
during the past several years from a 
higher yield of income taxes, excises, 
and property tax to amortize the en- 
tire investment made by the Govern- 
ment to date in Operation Bootstrap. 


“We know now that tax exemption 
by itself is not the decisive incentive 
we originally thought it was. Profits 
‘before taxes’ still have to be much 
higher in Puerto Rico than in the 
United States. We have found it 
worthwhile to pay the price. We have 
also learned the values of promoting 
wholesome industrial competition and 
not extending undue protection in 
some area that might block future 
expansion. We are raising our mini- 
mum wages as fast as we can without 
undue risk of causing plant failures 
with the resultant loss of badly needed 
jobs. But, we are also putting money 
into training programs and vocational 
programs so that industry can have 
a skilled pool of labor and supervisory 
help to draw upon in Puerto Rico.” 


1959 © TAXES—The Tax Magazine 








WASHINGTON TAX TALK 


Small Business Committee hearings held on tax on interstate 
income . . . Increase in Tax Court case backlog is indicated. 


HOULD THE RENEGOTIATION ACT be extended beyond 

the expiration date of June 30, 1959, and if so, for how long? 
These are two of the questions the House Committee on Ways and 
Means will ask witnesses during its public hearings on a Department 
of Defense recommendation to extend the act from July 1, 1959, to 
September 30, 1961. These hearings, scheduled to start on April 27 
will continue into the first week of May. The provisions of the Rene- 
gotiation Act are used by the government to recover amounts deter- 
mined by the Renegotiation Board as excessive profits from defense 
contracts and subcontracts. 

In addition to the 27-month extension of the act to September 30, 
1961, the Department of Defense recommended the following: (1) 
Provide that the Renegotiation Board give recognition to the effici- 
ency of a contractor or subcontractor, and to the provisions of 
incentive-type or “dollar sharing” contracts, in its determination of 
excessive profits from government contracts and (2) amend the act 
to provide a right to appeal from decisions of the Tax Court in rene- 
gotiation cases to the courts of appeals in the same manner as is now 
permitted under 1954 Code Section 7482(a) and (c). If enacted, Tax 
Court decisions in renegotiation cases rendered after December 31, 
1958, could be appealed to the courts of appeals. 


Hearings: Tax on Interstate Income 


The United States Supreme Court decision in the Stockham Valves 
and Northwestern States Portland Cement cases gives the green light 
to the states to tax certain income of foreign corporations. The follow- 
ing 29 states now have income tax laws which enable them to take 
advantage of the Supreme Court decision: Alabama, Alaska, Arizona, 
Arkansas, California, Colorado, Delaware, Georgia, Idaho, Iowa, Kan- 
sas, Kentucky, Louisiana, Maryland, Minnesota, Mississippi, Missouri, 
New Mexico, North Carolina, North Dakota, Oklahoma, Oregon, 
Pennsylvania, Rhode Island, South Carolina, Tennessee, Utah, Virginia 
and Wisconsin. Because of the many ramifications of this situation, 
it is uncertain whether or not all of these states will choose to impose 
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such a tax, but Idaho, Tennessee and 
Utah have already done so. 

There is a distinct possibility that 
Congress will step into the matter 
with clarifying legislation, and a study 
has already been launched by the 
Small Business Committee of the United 
States Senate to determine the impact 
of the Supreme Court decision. At a 
public hearing in Washington on April 
8, suggestions were offered for the 
course of legislation in this area and 
testimony was heard from 13 persons 
presenting the views of state officials, 
a student of taxation, a tax counsel 
for a large corporation and several 
representatives of small business. 


Chairman Sparkman opened the hear- 
ing by remarking: “. for my part, 
I feel there is no easy panacea for the 
problem before us—at least not the 
prescription suggested to eliminate 
completely State taxation of interstate 
commerce.” He added, however, that 
he hoped tliat the burden of these 
taxes could be lightened for the small 
businesses which now cross state lines. 


Speaking for the United States 
Chamber of Commerce, John Dane, 
Jr., stressed that the small business- 
man was well burdened with state 
taxation problems long before the 
recent decision in the Northwestern 
States and Stockham Valves cases. The 
effect of the decision, he explained, 
has been not only to increase the lia- 
bilities under existing state tax legis- 
lation but to open the door to states 
to tax busi:lesses in areas they form- 
erly believed beyond their taxing 
jurisdiction. He added: “While small 
business should bear its part in sup- 
plying the revenues necessary for the 
proper functioning of state government, 
the subjection of the average small 
business to taxation in states where 
it has no property or permanent estab- 
lishment has serious implications.” 
Dane pointed out that the overhead 
expense to a small firm doing business 
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in several states could easily become 
too large if taxes were levied by many 
of the states. He compared this to the 
increased overhead such a tax would 
cause the states. The mere task of 
determining which firms do business 
in the state only through traveling 
salesmen would be a tremendous job, 
Dane testified. It would also, he said, 
be a major problem to secure tax re- 
turns from an out-of-state firm, verify 
its accuracy and then collect the amount 
due. Dane also analyzed another prime 
issue involved, the disparity of form- 
ulas among the states. He stated that 
the more states in which a firm has to 
pay tax, the more chance there is that 
it will be taxed on more than 100 per 
cent of its income. He also pointed 
out that if mere solicitation of orders 
in a state is going to subject a firm 
to that state’s tax requirements, the 
small businessman will think twice 
before extending his business opera- 
tions. Dane said that this will tend 
to leave the market to the larger firms 
whose activities are already widespread 
and which can better absorb the over- 
head expense both of securing the 
best tax advice and of keeping ade- 
quate tax accounting records segre- 
gated on a state-by-state basis. He 
also mentioned that the increase of 
state taxation on corporate income 
will ultimately lower the revenues of 
the federal government, since 52 per 
cent of the overhead expense can be 
charged off on the federal income tax. 
On behalf of the United States Cham- 
ber of Commerce, Dane presented 
four possible solutions to the matter: 
(1) the prohibition of state taxation 
i this regard, (2) uniform apportion- 
ment formulas, (3) uniform allocation 
statutes and (4) state compacts. 


Leonard E. Kust, a tax consultant 
for a large corporation and a director 
of the Tax Executives Institute, told 
the committee that his company pays 
income taxes to 34 states, ten cities 
and the District of Columbia. Cost of 
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compliance on the resulting tax bill 
of $2 million to $3 million, he reported, 
is about $170,000 a year, or about 7 
per cent of the taxes paid. He con- 
tinued by saying that the cost of com- 
pliance increases relatively as the 
business decreases in size. Kust said: 
“Tf the cost is excessive for large busi- 
ness, as I believe it clearly is, it is 
probably indefensible so far as small 
business is concerned.” He added: 
ss the cost of compliance should 
not itself constitute such a burden on 
interstate business that it interferes 
with the free development of a na- 
tional economy. It might well become 
such a burden in the case of the small 
and medium size businesses which 
will be mainly affected by the new 
Supreme Court decisions.” Kust said 
that the solution is clearly within the 
constitutional competence of the Con- 
gress under the interstate commerce 
clause and that Congress alone can 
satisfactorily solve the problem by 
eliminating the disparity among the 
states in determining the net income 
from interstate commerce and in allo- 
cating such income. He advocated a 
uniform formula based on a uniform 
definition of property, payroll and 
sales, and further advocated imposing 
the interstate corporate income tax 
om net income as determined for fed- 
eral income tax purposes without 
adjustment. 


A representative of the National 
Wholesale Dry Goods Association, 
Colonel Charles H. Reed, said that 
the five-year national average for textile 
wholesalers’ net profits is .88 per cent 
and that in his own company the 
mere cost of compliance with the 
possible tax on interstate income would 
amount to more than .1 per cent of 
gross sales. “It appears to me that 
in all probability the cost of adminis- 
tering this taxation to wholesalers and 
in some cases manufacturers would 
be greater than the taxes paid to the 
state where we distribute goods.” 


Washington Tax Talk 


A. S. Thomas, Jr., president of a 
wholesale dry goods firm, said: “The 
more I study this matter and the more 
I discuss it with other businessmen, 
the greater the danger I see in this to 
the future business expansion, and 
even to the survival, of the small 
businessman.” He pointed out that 
well over 60 per cent of the total 
distribution in this country is pro- 
vided by the small retailer, not the 
giant chains and large department 
stores. He called upon Congress to 
“enact the necessary additional legis- 
lation which will enable the small 
businessman to survive.” 


The Tax Court 


Chief Judge J. Edgar Murdock of 
the Tax Court, in testimony before 
the House Appropriations Committee 
considering the court’s 1960 fiscal- 
year budget, estimated that in the 
normal course of events, it takes 
about two years from the time a peti- 
tion is filed with the Tax Court until 
a hearing can be expected. He also 
stated that in the average case it 
takes the court three or four months 
after hearings are held and briefs are 
filed to issue a decision. 

Chief Judge Murdock estimated 
that approximately 25 per cent of the 
Tax Court decisions are appealed to 
the circuit courts, and cited the fol- 
lowing reasons for these appeals: 

“Mr. Steed: Are these appeals usu- 
ally taken on the basis of some funda- 
mental question that has never before 
come up? 


“Judge Murdock: No. From the 
Commissioner’s standpoint I think 


what you say would generally be cor- 
rect. If he is not satisfied with the 
decision of the Tax Court and wants 
some policy or principle established, 
he might take it up. But from the 
taxpayer’s standpoint, he is just dis- 
satisfied and is going to have another 
go at it. 
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“A lot of cases that do not amount 
to anything are appealed because 
people just do not want to lose, but 
a number of them are very worthy 
of appeal; there is a real question 
involved. But I would say a substan- 
tial number should not be appealed 
because there was not anything in 
them to start with.” 


During the 1958 fiscal year ended 
June 30, 1958, there were 6,220 peti- 
tions filed in the Tax Court. The 
court has estimated that 6,850 new 
cases will be docketed during the 1959 
fiscal year, and approximately the 
same amount for 1960. New dockets 
have been exceeding the number dis- 
posed of by the court each year. For 
example, only 4,627 dockets were 
closed during 1958 while 6,220 new 
petitions were filed. 


At the beginning of the 1959 fiscal 
year the Tax Court had 12,403 pend- 
ing cases. At the beginning of the 
1960 fiscal year on July 1, 1959, the 
court estimates there will be a back- 
log of 14,203 cases. 


The 12,403 cases pending before the 
court on June 30, 1958, involved in- 
come tax and renegotiation cases with 
a total tax liability determined at 
$998,450,286. Of these cases 12,339 
involved income and excess profits 
tax liabilities determined in the 
amount of $910,145,488, and 64 of the 
pending cases involved renegotiation 
of excessive profits on government 
contracts in the amount of $88,304,798. 
Included in the income tax case back- 
log were 242 “Sections 721 and 722” 
cases on excess profits, which the 
court expects to dispose of by the end 
of the 1960 fiscal year. 


The Supreme Court 


Instead of smoothing the troubled 
waters of interstate income taxation 
as intended, the Supreme Court deci- 
sion of a few weeks ago regarding 


460 


state taxation, whipped them to such 
a froth that hearings were immedi- 
ately scheduled by the Small Business 
Committee. 


Unruffled and anxious to clear the 
docket as much as possible before 
recess on April 6, the Supreme Court 
announced the fate of several more 
tax cases: Arnfeld (selling an annu- 
ity); Huss and Parsons (coal deple- 
tion); Madison Fund (sale of real 
estate) ; Simpson (deceased husband's 
salary to the widow) ; Sims (personal 
liability of estate auditor) ; and Win- 
ters (expense of liquor for clients in 
Oklahoma). 


Certiorari was denied in the Arn- 
feld, Madison Fund, Simpson and 
Winters cases, and the lower court 
decisions were affirmed in the others. 


Ordinary income v. capital gain.— 
The Supreme Court has denied certi- 
orari in the Arnfeld case, which deals 
with the gain from a sale of an annu- 
ity prior to maturity. The Court of 
Claims in this case had held that the 
gain was taxable as ordinary income 
rather than capital gain. An appar- 
ently conflicting decision of the Tax 
Court in the Phillips case has been 
appealed to the circuit court. This 
latter case deals with the sale of an 
endowment life insurance policy prior 
to maturity. The Tax Court held that 
the gain could be considered for tax 
purposes as capital gain and not ordi- 
nary income. Both of these appar- 
ently conflicting decisions were 
discussed by Richard Wiley in the 
November, 1958 issue of Taxes. He 
said that two assumptions of the Tax 
Court as to actuarial theory in the 
Phillips case are open to attack. 


Phillips, an attorney, sold his en- 
dowment policy to his law partners 
and treated the gain on the sale in his 
income tax return as capital gain. 
The government denied that a bona 
fide sale had occurred; the court dis- 
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agreed in spite of the primary motiva- 
tion being an attempt to gain a more 
favorable tax treatment. The govern- 
ment argued that even if there had 
been a bona fide sale, what would 
otherwise be ordinary income to the 
policyholder could not be converted 
into capital gain. The court appar- 
ently reasoned that the gain was due 
not to interest, as the government had 
contended, but to dividends or pre- 
mium refunds paid out during the 
life of the policy. 


In the Arnfeld case the executors 
of an estate sought to have the gain 
from the sale of an annuity prior to 
maturity declared capital gain rather 
than ordinary income. The purchaser 
and his wife had sold the annuity to 
the agent who had originally sold 
the policy, and they reported the gain 
on their income tax return as capi- 
tal gain. The IRS disallowed this. 
Claims for a refund were filed but 
denied. After the death of both the 
husband and wife, the executors 
brought action in the Court of Claims. 
The court rejected the government 
argument that no bona fide sale had 
occurred since the agent, acting as an 
individual, had profited as had the 
bank which had loaned the money to 
purchase the annuity. The govern- 
ment was upheld, however, in its con- 
tention that the substance rather than 
the form determines the tax conse- 
quences of a given transaction and 
what would constitute ordinary in- 
come could not be converted into 
capital gain. 


Ordinary income or capital gain?- 
Certiorari was denied in the Madison 


Fund case. Madison Fund, Inc. had 
sold its real estate over a number of 
years, and the circuit court held that 
gains from the sales were taxable as 
ordinary income and not capital gain. 
This was based on the reasoning that 
the sales had been carried out with 
system and continuity and in the or- 


Washington Tax Talk 


dinary course of business. Madison 
Fund contended that the gain was 
taxable as capital gain since it sold 
with no intention to reinvest in other 
real estate and, further, did not en- 
gage in real estate broker activities. 
Since certiorari has been denied, the 
decision of the circuit court stands. 


Coal depletion—On April 6, the 
Court affirmed lower court decisions 
in two cases, Huss and Parsons, in- 
volving depletion deductions by strip 
miners. Both Huss and Parsons 
maintained that their interest was a 
depletable one since they had exclu- 
sive right to mine to exhaustion all 
coal uncovered by them and they bore 
the entire risk, being paid only for 
merchantable coal discovered and de- 
livered. The government was upheld 
in its contention that Huss and Par- 
were independent contractors 
having no freedom to dispose of the 
coal for their own account. In both 
cases the contracts were terminable 
on short notice and, therefore, no 
understanding really existed giving 
them the right to mine to exhaustion. 
In both cases the district and circuit 
courts gave identical judgments. The 
Supreme Court granted certiorari 
because it had been asserted in the 
process of argument by the plaintiffs 
that there was a conflict in the prin- 
ciples applicable in these cases under 
the Court’s decisions. 


sons 


Payments to a widow—compensa- 
tion or gift?—Certiorari was denied 
in Simpson v. U. S. In this case the 
widow, after her husband’s death on 
January 16, 1951, had received $33,750 
from the corporation which had em- 
ployed her husband, an amount equal 
to nine month’s salary. The corpora- 
tion made these payments in accord- 
ance with a long-established policy 
(1928, 1940, 1944 and 1947) and in 
accordance with a resolution of the 
board of directors made on February 
6, 1950, stating that such a payment 
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would be made to the widow “in con- 
sideration of services rendered to the 
company... by J. W. Simpson 
[and others].” The payment was 
made to the widow, charged to “Spe- 
cial Services,” and deducted as an 
expense allowed by the Internal Rev- 
enue Service. 


The widow filed a tax return for 
1951, including the payment of $37,750 
as taxable income. In August, 1954, 
she filed an amended return demand- 
ing a refund, excluding this amount 
from taxable income on the ground 
that it constituted a nontaxable gift 
to her from the corporation. The IRS 
disallowed this exclusion. 


The district court upheld her con- 
tention that the payment was a gift 
by the intention of the corporation, 
since the payment was made to her 
and not to the estate and since there 
was no legal obligation on the part 
of the company to additionally com- 
pensate her late husband. Further, 
it was held that the corporation de- 
rived no benefit from the payment. 
The IRS disagreed, stating that the 
corporation had intended the payment 
as compensation and not as a gift and, 
further, had derived a benefit there- 
from. 


The Seventh Circuit upheld the 
government since the payment was 
in pursuance of a long-established 
plan consistently followed and for the 
purpose of encouraging living execu- 
tives to continue in their employment 
by the corporation. Further, it was 
held that the recording of the pay 
ment as “special services” denoted 
that the intention was a payment of 
salary and that the board resolution 
had stated that it was “in considera- 
tion of services rendered.” Also, the 
amount was measured not by the 
need of the widow but by a previously 
fixed sum equal to nine month’s 
salary. The judgment of the district 
court reversed, and since the 
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Supreme Court has denied certiorari, 
the decision of the Seventh Circuit 
stands. 


This case clarifies the IRS position, 
announced in 1958, that it would no 
longer litigate the taxability of volun- 
tary payments under the 1939 Code. 
“Voluntary” apparently does not in- 
clude payments made pursuant to a 
plan in effect prior to the employee’s 


death. 


Personal liability of state official 
for disregarding levy for taxes on 
salaries of state employees.—The 
Court has affirmed a decision of the 
appellate court in the Sims case, in- 
volving the personal liability of a 
state auditor who disregarded a levy 
for deficient income taxes on the sal- 
aries of three state employees. In 
this case it was established that the 
salaries of state employees are sub- 
ject to distraint for taxes and that 
state officials who pay accrued wages 
to the employees in disregard of a 
notice of levy for taxes due the 
United States are personally liable. 


Sims, state auditor for West Vir- 
ginia, so acted in the case of three 
state employees against whom the 
federal government had taken action 
to collect deficient income taxes. 
Sims was notified of the United States 
levy against the wages of the em- 
ployees, but paid the accrued wages 
to the employees upon the advice of 
the state attorney general. The gov- 
ernment contended that he had con- 
trol of the property—the accrued 
wages—and wrongly acted in parting 
with it in view of the levy. He was 
held, therefore, personally liable. 


The district court, the circuit court 
and the Supreme Court all held that 
the wages of state employees are sub- 
ject to levy for taxes due the United 
States. They also agreed that he was 
not liable as auditor for the state but 

(Continued on page 464) 
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Two new books of interest to tax men are reviewed this 


month: 


BOOKS 


Legal Instruments of Foundations, by F. Emerson 


Andrews, and a paper on the Canadian estate tax act by 
W. Ivan Linton, of the Department of National Revenue. 


Foundations 


Legal Instruments of Foundations. 
Compiled by F. Emerson Andrews. 
Russell Sage Foundation, 505 Park 
Avenue, New York 22, New York. 
1958. 318 pages. $4.50. 


This book was designed primarily 
for persons considering setting up 
foundations, for their lawyers and 
banker advisers, for the trustees and 
staffs of existing foundations who may 
wish to compare their own instru- 
ments with those of similar founda- 
tions and for the general student of 
the development of foundations in the 
United States. 


Altogether 58 documents from 49 
different foundations are included, 
representing a wide variety of these 
organizations. Included are docu- 
ments from at least one perpetuity, 
dissolving fund and _ discretionary 
perpetuity; at least one company- 
sponsored foundation, family founda- 
tion, foundation engaged in unrelated 
business activities, association of 
foundations and “captive” foundation ; 
at least one research foundation, special 
purpose foundation, community trust 
and scholarship fund. There are also 
several documents of historial in 
terest, documents of two foreign 
foundations and chapters on acts of 
Congress, acts of state legislatures, 
wills, trust instruments, corporate reso- 
lutions, certificates of incorporation, 
constitutions, bylaws and letters of 


Books 


gift. The final chapter includes such 
documents as the Sloan Foundation’s 
grant notification form, the Ford 
Foundation’s agreement with consult- 
ants, the Field Foundation’s outline 
for grant applicants and the Common- 
wealth Fund’s publishing agreement. 
Appendices include samples of gov- 
ernmental forms and a_ selected 
bibliography. 


F. Emerson Andrews is director of 
the Foundation Library Center and 
prepared this volume under a grant 
from the Russell Sage Foundation as 
part of a series of studies dealing with 
philanthropy and foundations. 


Canada's Estate Tax Act 


A Review of the Estate Tax Act. 
W. Ivan Linton. No. 14, Canadian 
Tax Papers. Canadian Tax Founda- 
tion, 154 University Avenue, Toronto 1, 
Ontario, Canada. 1959. 29 pages. $1. 


The new estate tax act in Canada 
was the topic for study at two recent 
meetings sponsored by the Canadian 
Tax Foundation. Addressing the meet 
ings was W. Ivan Linton, adminis 
trator of succession duties and estate 
tax, Department of National Revenue. 


His remarks form the text of this 
paper. 

A good deal of the new act is car- 
ried forward from the Succession Duty 


Act, so Mr. Linton concerns himself 
for the most part with the important 
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changes. He divides his address into 
three main parts—the first and most 
important, a discussion of the tax and 
its scope, details and payment; the 
second, a study of the estate tax in 
respect of persons domiciled outside 
of Canada; and the third, brief com- 
ments upon general administration of 
the tax. 


The language used is simple and 
nontechnical ; important definitions are 
compared with those used in the Suc- 
cession Duty and Income Tax Acts. 
Mr. Linton expressed the hope that 
the new law would prove to be “a 
much less ambiguous statute than be- 
fore, and one that is going to be much 
fairer to everybody.” 
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as an individual, since as an indivi- 
dual who controlled the property, he 
refused to surrender it to the federal 
government. This was held to be the 
case since he held sole power to the 
property and had exercised the same 
under West Virginia statute. 


Income tax deduction for liquor 
served to clients in Oklahoma.—Cer- 
tiorari was denied in the Winters case, 
which relates to an income tax deduc- 
tion claimed by an attorney for the 
cost of liquor served to his clients in 
Oklahoma, then a dry state. The 
district court affirmed the right of the 
deduction, but this was reversed by 
the circuit court on the grounds that 
while it was lawful under Oklahoma 
law to possess liquor for personal 
consumption and for sharing with 
friends, the purchaser had knowingly 
patronized an illegal business and 
obtained liquor for business purposes 
and, therefore, could not take the 
deduction as a legitimate business 
expense. The circuit court held that 
the purchase of liquor in this case vio- 
lated Oklahoma public policy, but 
Winters claimed that this was a fed- 
eral rule without support in Okla- 
homa legislature or court. He pointed 
out the statement of the district court 
that he had not violated Oklahoma 
public policy. Nevertheless, certiorari 
was denied by the Supreme Court and 
the circuit court decision stands. At 
the recent election Oklahoma voted 
to abandon prohibition and go wet 
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with certain restrictions such as pack- 
age sale only. Since Mississippi is 
now the only dry state, the decision 
would appear to have limited conse- 
quences. 


The Treasury 


The Secretary of the Treasury has 
asked Congress to enact legislation to 
nullify the effects of Gellman (56-2 
ustc §9715) and Torti (57-2 ustc 
| 10,052). These decisions held that 
sales of premium or novelty mer- 
chandise by wholesalers to carnivals, 
industrial firms and other organiza- 
tions were not subject to the federal 
retailers excise tax. 


The Secretary recommended to 
Congress that 1954 Code Section 4051 
be amended to define a retail sale 
as one which is made for other than 
resale. 

The Secretary pointed out that this 
new definition of a “retail sale” is 
necessary to remove the business dis- 
crimination arising under the Gellman 
or Torti decisions where retailers 
must collect excise taxes on items 
sold to be used as prizes or gifts, 
while such sales by a wholesaler are 
tax-free. The Treasury proposal to 
amend Section 4051, if enacted, would 
make all sales of premium or novelty 
merchandise by wholesalers subject 
to the retailers excise tax even though 
such items were not sold at the retail 
level. 
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STOCK REDEMPTIONS IN CLOSED CORPORATIONS— 
Continued from page 406 


346. They are fairly complicated. It 
is, however, important to note that if 
a corporation has two separate busi 
nesses which it has operated for five 
years, it may be possible in the event 
of the death of a stockholder to utilize 
this section to withdraw from the cor- 
poration assets constituting one of the 
separate businesses without substan- 
tial tax cost. 

The most common situation of this 
type which you are likely to encoun- 
ter is that of a real estate corporation 
owning two or more income-producing 
properties. Here Revenue Ruling 
57-334 charts the way. A corporation 
owned three substantial parcels of 
income-producing real estate. Two of 
the parcels (parcels A and B) had 
been owned and operated for more 
than five years. These parcels were 
located in different cities. The cor- 
poration decided to discontinue opera- 
tions in the city in which parcel A was 
located and distributed such parcel 
pro rata to the stockholders. It con- 
tinued to operate the other two par- 
cels. It was held that the distribution 
of parcel A was a partial liquidation 
qualifying under Section 346. 


This suggests that in the case of 
a corporation in which two separate 
businesses operated for five years can 
be found, the possibility of a partial 
liquidation under Section 346 should 
be considered. 


Section 304 


This paper would not be complete 
without mentioning Section 304. If 
the stockholders involved have in- 
terests in more than one corporation 
and you are thinking of having one of 
the corporations buy out a stockhold- 
er’s holdings in the other corporation, 


Stock Redemptions 


be careful to check this section. On 
its face, it covers two situations—one 
where a subsidiary buys stock of its 
parent corporation, the other where a 
corporation buys stock owned by a 
stockholder in a sister corporation, 
that is, another corporation under the 
same control as the purchasing cor- 
poration, 


What makes this section very dan- 
gerous is the extremely broad attribu- 
tion provisions which substantially 
extend the impact of this section 
beyond its apparent scope. Revenue 
Ruling 58-79 illustrates the dangers. 
If a controlling stockholder of corpo- 
ration A owns a single share of cor- 
poration B, corporation B is deemed 
by attribution to be in control of 
corporation A so that there is a con- 
structive parent-subsidiary relationship 
between corporation A and corpora- 
tion B. This would not normally 
occur to any practitioner. Thus, in 
cases where selling stock of one cor- 
poration to another is contemplated, 
it is necessary to check attribution 
under Section 304. 


Conclusion 

We have seen that there are many 
possible ways of redeeming stock at 
capital gains rates. Sometimes, as in 
the case of death redemptions, there 
may even be little or no tax at all. Pri- 
marily, the tax planner must analyze the 
particular facts in each particular sit- 
uation and be alert to recognize the 
tax-saving opportunities. Only by a 
close study of the facts and the law 
can you determine which of the avail- 
able paths opened by the Internal Rev- 
enue Code is the best to follow. There 
is no one fixed and certain tax pattern 
that will fit all situations. 


[The End] 
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twentieth century, will continue to 
expect an ever-rising standard of serv- 
ices from government at all levels 
and, short of an apparent and immedi- 
ate national emergency, will have no 
patience with “belt-tightening” re- 
strictions. Given these three major 
postulates, there seems little prospect 
of a fundamental redirection of the 
course of events in the United States 
or Canada or similar countries. 


Such a conclusion may seem to be 
a counsel of despair; on the contrary, 
it is not intended to be such at all. 
Rather, it implies that if fundamental 
revisions are not possible—they seldom 
are—we must intensify our efforts to 
achieve our present goals along paths 
we are now following. In these cir- 
cumstances the “homely” virtues of 
fiscal policy take on new meaning. 
Certainly, not all of them can be real- 
ized—no longer, for example, is there 
any hope of following Adam Smith’s 
axiom that the tax structure must be 
simple and certain. Our world is now 
far too complex. But it can be made 
fairer by constant vigilance in seeking 
out and removing anomalies; it can be 
made more efficient by stopping the leaks 
in both the law and the administration ; 
it can be made less discouraging to 
incentive and economic initiative 
by closer attention to those aspects 


which tend to thwart progress. This 
is not a program that offers much 
dramatic appeal, but it is a solid and 
sober one that would work a marked 
change if it could be realized. 


The same honest and undramatic 
objectives also recommend themselves 
for the expenditure side of the budget. 
“Economy” in government is now a 
threadbare expression, but it can be 
given new meaning. It now implies 
the wholesale firing of shiftless civil 
servants, but it should have the more 
positive meaning of getting the most 
for government spending at every 
level—and “getting the most” should 
be measured in terms of net benefit to 
the economy. There are many neg- 
lected areas of government activity 
in which the potential net return is 
very high. These areas are the ones 
that must be given top priority. 

If these modest goals are kept steadily 
in sight, we should be able to cope 
with the present period of crisis in 
the shortest time and with the mini- 
mum of dislocation. As tax men, we 
have a responsibility to our fellow 
citizens to see that these goals are 
kept in sight. In our complex, mod- 
ern society our skills are unique and 
have never been needed than 
they are today. 


more 


NICB REPORTS NOW GENERALLY AVAILABLE 


The studies published by the National Industrial Confer- 
ence Board, Inc., are now available to the general public. Until 
recently the studies were sold only to associates of the board, 
agencies of the United States Government, and colleges and 
universities. The board is a nonprofit institution engaged in 
research in the fields of business economics and business man- 
agement. Complete lists of the studies available and their 
prices may be obtained from the National Industrial Confer- 
ence Board, Inc., 460 Park Avenue, New York 22, New York. 
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Meetings of Tax Men 


Rutgers Tax Forum.—A symposium 
of lectures on executive compensation 
will be presented by the Rutgers Law 
School Tax Forum on Saturday morn- 
ing, May 2, at the Hotel Robert Treat, 
Newark. The registration fee is $3. 

Arnold J. Hoffman 
serve as moderator, and information 


Professor will 
may be obtained from him at Rutgers 
University Law School, 53 Washing- 
ton Street, Newark 2, New Jersey. 
Federal Tax Institute of New Eng- 
land.—A law 
relating to corporation and_ stock- 
holder is being held on April 25 by the 


forum on federal tax 


Federal Tax Institute of New England, 
6 Beacon Street, Boston, Massachusetts. 
Morning and afternoon sessions will 


Hall. 


Among the experts participating in 


take place at John Hancock 


the program are C. Rudolf Peterson 


and Samuel J. Lanahan, both of Wash- 
ington, D. C. The registration fee of 
$10 includes luncheon. 


Tax Executives Institute, Inc.—The 
Fifteenth Annual Dinner Meeting of 
the New York Chapter of the Tax 
Executives Institute, Inc., will be held 
on April 30 at the Waldorf-Astoria, 
New York City. Guest of honor will 
be James A. Farley, who will address 
the meeting. For tickets ($20), write 
to Mr. Paul J. Breglia, 
Smelting and Refining Company, 120 


Broadway, New York 5, New York. 


Ohio State University.—The 
Twenty-first Annual Ohio State Uni- 


American 


Accounting is 
scheduled for May 21 and 22, 1959, at 
the Ohio Union. 


versity Institute on 
For information and 
reservations, write to Martha Mounts, 
Hagerty Hall, Ohio State University, 
Columbus 10, Ohio. 
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PUBLISHERS of TOPICAL LAW REPORT S&S 


with State Tax Changes 


4025 W. PETERSON AVE. 


CHICAGO 46, ILL. 





It's Your “Insurance” Against 
State Tax Surprises 


| AX Yes, for just pennies a week, State Tax Review, 


gives you dependable contact with rapidly chang- 
ing state taxes in every state. 


INSURE ME AGAINST 33333 R 

EVI EW No bogging down in a mess of detail; you get just 
STATE TAX ‘‘SURPRISES”’ te rit: the important highlights as CCH’s experienced state 
tax editors see them in every state, in your state. 
Quick reading, easy to understand, the Review 
brings you the word fast on all major new state tax 
legislation as proposed, as finalized. You'll follow 
new routes in state taxes guided by decisions, 
rulings and releases from state capitals. What the 
U. S. Supreme Court says on state tax issues and 


COMMERCE CLEARING HOUSE, Inc. how it affects your interests, business or personal, 
4025 W. Peterson Ave., Chicago 46, IIl. HEE is clearly noted. 


Timely maps, charts, and pictorial features give you 
the whole tax scene at a glance. 





Enter my subscription to CCH’s STATE 
TAX REVIEW. I understand I'll receive 
52 weekly issues—beginning with the current 
issue—for only $2.50, the one-year subscrip- 


tion rate. 


BIG Annual Review Issue 
Above the wealth of state tax information the 
Review brings right to your door each week — Tar et. V4 are Ct 
CO Bill me for immediate use—there’s an annual issue. Here’s 
your personal roundup of the entire year’s tax hap- WELCOME TO THE FARUY 
penings for permanent reference. 


[] Remittance herewith 


ous FIFTIETH 


DON’T DELAY — SUBSCRIBE NOW 

Just OK the post-free Order Card attached and Less than 5 cents a week keeps you 
drop it in the mail TODAY. All this help is yours in touch with ‘“‘what’s new” in state 
for only $2.50—a full year of vital state tax informa- tax law. 

nates © Site tion—52 news-packed issues. 
Firm 


Attention 
OMMERCE, CLEARING, HOUSE, INC., 
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PUBLISHERS © TOPICAL LAW REPORTS 
Number & Street fi 
NEW YORK 17 CHICAGO 46 WASHINGTON 4 
420 LEXINGTON Ave. 4025 W. PETERSON Ave. 425 13TH StREET.N.W. 
City, Zone & State 


(If ordering by letter or purchase order, 
please attach this card. 





